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FOREWORD

There’s been a tremendous amount of discussion lately about family limited partnerships. Despite
some fairly active questions about the circumstances in which they can be used, practitioners are
rushing in to see which clients might benefit from the technique.

Overall, this is a good trend. Family limited partnerships and some of the related entities serve many
functions, and provide numerous tax and financial benefits. Starting with the big advantages, such as
estate tax savings and asset protection, and ranging towards additional benefits, such as investment
management and continuity of decision-making in business matters, these family entities can be of
tremendous value with virtually no disadvantages.
However, these entities are complex. Their rules are subtle, and the interplay of different factors can
be complex. With proper planning a taxpayer can leverage small benefits into great ones, and without
such planning a taxpayer will lose out on major opportunities. Although this course begins with a
review of some basics, its purpose is to provide important concepts to help the practitioner provide
state-of-the-art-planning advice for clients who can benefit from family partnerships and related
entities.

Linda Prentice Cohen
Publisher
Professional Publications and Technology Products
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CHAPTER 1

OVERVIEW OF FAMILY LIMITED PARTNERSHIPS
AND RELATED CONCEPTS
INTRODUCTION
This book is for practitioners familiar with the concept of family limited partnerships. It will review the
basic concepts and terminology, but it is not a study of the basic tax and legal concepts related to family
limited partnerships.

If you know little about family limited partnerships, however, don’t worry. Ultimately very few really
know very much about them. Technically it is not a new area, but the level of activity from the point of
view of both the taxpayer and the tax collector is new.
How new? So new that everyone’s opinion and experience will be useful in fleshing out what exactly
family limited partnership planning involves. Anyone doing this work today is truly a pioneer, and the
experience garnered from doing this even two or three times will put you among the cognoscenti.
It is very helpful to seek information from different sources. There is a level of creativity in working
with family limited partnerships, as well as a level of uncertainty, so getting as much input as possible
will help you fine-tune your abilities.

You could speak with experts and find they have different answers to many questions related to planning
with family limited partnerships, such as:
■ What’s the best way to set up a family limited partnership for maximum financial and tax benefit?

• For instance, when does a donor retain all the general partner interests, and when should they be
given away?
■

Is a family limited liability company better than a family limited partnership?
• What about other business entities?

■

Can you put marketable securities into a family limited partnership, or do you need a business—or, at
least a business purpose? See Chapter 7.

■ What’s the best way to use a family limited partnership for protecting assets from creditors, and
should you consider an offshore trust owner?

• What about the new Delaware and Alaska asset protection trusts?
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■ What are the potential penalties if the arrangement is challenged, and how can they be minimized?
■

How do all the recent rulings and tax law changes affect family limited partnership planning?

■ Finally, how much of a discount is appropriate to try to take when making transfers of family limited
partnership interests that are subject to estate and gift taxes?

That experts will give different answers on these questions doesn’t mean they’re not experts. It means
there are different ways to solve family limited partnership problems. The more experience you can get,
and the more experience of others you can draw on, the better you’ll be in handling these matters.

Note, throughout this book, we will be referring to the “family limited partnership” as a kind of
shorthand. It includes family limited partnerships as well as general partnerships, limited liability
partnerships, and limited liability companies. In some cases the strategy may apply to corporations, even
though that’s usually not what we’re talking about here.
Ultimately it’s not the form of the entity that’s important, it’s how the entity is used. What we’re talking
about is a family limited partnership or other entity that’s used to provide a comprehensive system of
managing a family business or family investments, one that’s designed to be passed incrementally over
time to the next generation as efficiently as possible. We’re talking about managing and transferring
wealth.

To avoid confusion, the term “FLP” is used for generic planning for transfers of entity interests, and
“family limited partnership” to refer specifically to a partnership and not another entity.

BASIC SET-UP
That having been said, what exactly does one do with a family limited partnership? Basically, it’s this:
1. A donor, usually a parent, will transfer assets to a partnership in exchange for most of the ownership
of the partnership.
2. The donor subsequently makes transfers of partnership interests to recipients, usually the donor’s
children. These transfers will usually be small fractional interests during the donor’s lifetime, with
the balance transferred at the donor’s death.

So stated, it seems like a fairly simple arrangement. Behind that simplicity, however, lay many tax and
other financial advantages. How these come about will be affected by the details of how the arrangement
is set up. There are endless variations, but they fall into certain patterns.
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Example 1-1: First Pattern
■ Donor Doris transfers $750,000.00 in assets to a family limited partnership.

• The partnership has 100 partnership shares or units, each with an equal value on liquidation of
the partnership.
■ Two of the partnership shares are general partner interests and 98 are limited partner interests.
• The only difference between the two types of interests is that the general partner interests have
the right to vote in the management of the partnership, and the limited partner interests don’t
have this right.
■ At the time she sets up the partnership, her two children each get one limited partner share, and
Doris gets both general partner shares and 96 limited partner shares.

■ Each year she gives her children some of her limited partner shares.
•

She determines that she can give them two shares each per year.

• Although two percent of $750,000.00 is $15,000.00, she figures that the shares are entitled to
a minority discount because they’re not marketable and their owners have no control over the
partnership.

•

Since she concludes that an appropriate discount is at least one-third, she determines that she
can give shares that represent $15,000.00 in underlying value without going over the
$10,000.00 annual exclusion.

■ The only gifts that Doris intends to give her children during her lifetime are gifts of limited
partnership interests.

• Her intention is to retain the two general partner shares during her lifetime.
•

That way she retains control over the family limited partnership, even over the limited partner
interests she’s supposedly given away.

Discussion:
■ This is really the “classic” family limited partnership, and for many it’s the only one there is.

• That’s because with this fact pattern the donor has retained complete control by retaining all
the general partner interests during her lifetime.

(continued)
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Example 1-1 (Continued):
■ However, it’s not the only pattern available, and other patterns of benefit apply in different family
situations.

Example 1-2: Second Pattern
■ Donor Dan’s children are older than Doris’; they’re adults who are capable of sharing in the
management of the assets.

• Instead of issuing and retaining two general partner shares, he issues 50 general partner
shares.

• It’s the general partner shares that he’s transferring to his children.
■ He’s not only transferring wealth to his children, he’s also transferring control.

•

Each annual gift is still eligible for a minority interest discount, but by gradually transferring
control he’s also increasing the likelihood that his estate will be able to get a discount for the
interests remaining in his estate at his death.

• If by the time of his death he is himself a minority owner of the general partner shares, this
will help his estate’s claim that those remaining shares should be eligible for a discount at that
time.
■ This likelihood is increased if there’s a spouse involved.

• If, by the time of his death, Dan’s children have 20 of the 50 general partners shares, and his
wife has 10 of the 50 general partner shares, it will mean that Dan no longer has control over
the family limited partnership, and the remaining shares in his estate may be discounted
accordingly.
■ Sometimes when a family limited partnership involves grown children, those children themselves
may contribute assets to the partnership.

• Although this isn’t the most common way for the partnership to be funded, it helps justify the
fact that the initial shares were received by them.
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Example 1-3: Third Pattern
■ Donor Dave is old. So old, that it’s really his children who are managing all the finances.

• The children arrange for Dave to put his assets into a family limited partnership, which issues
two general partner shares and 98 limited partner shares.
■ However, in this scenario, Dave doesn’t retain any general partners shares at all, they go to his
children from the start.

• This is frequently done where the donor is expected to die soon, and the goal is to create an
instant discount on the value of the portion of the partnership that’s remaining in the donor’s
estate.
Caution: As discussed further in chapter 2, §2036 may cause the entire interest transferred to be
included in the decedent’s estate.
■ Each of these basic patterns can be done with different entities. For instance, an L.L.C. doesn’t
have general and limited partners, but it can have different classes of interest (e.g., voting and
non-voting), and it can be controlled by manager members rather than all the members.

To be sure, there are differences among the different types of entities. In the second chapter we highlight
these, and in other places in this course there are specific references to one of these entities opposed to
the others. However, unless there’s a specific distinction made between the family limited partnership
and some other entity, think of what you read here as referring also to limited liability partnerships and
limited liability companies, as long as they’re serving the basic purposes of the family limited
partnership.

Family Members
The family limited partnership starts with the family. It is essentially a tax and estate planning tool. Any
individual can own a business or investment portfolio, but the family limited partnership means that
ownership is necessarily shared with others. Usually a family limited partnership involves co-ownership
by family members, but the family limited partnership could be used as an estate planning device
between non-family members, such as an unmarried couple.

Gifts
Almost always a family limited partnership will be used to facilitate a lifetime or testamentary gift-giving
scheme. As we’ll see, this can make the arrangement vulnerable, particularly from a tax point of view.
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However, that’s the nature of the family limited partnership, and to divorce the family limited
partnership from the gift-giving program would take away the reason for setting it up.

REASONS FOR USING AN FLP UNRELATED TO ESTATE AND GIFT TAXES
The current popularity of family limited partnerships is driven largely by the goal of saving gift and
estate taxes. We will certainly cover this in detail, in particular items related to valuation discounts for
fractional interests transferred. However, it is helpful first to look at the non-tax reasons for the family
limited partnership, for two reasons:
First:

The more you understand the reasons for setting up the family limited partnership the more
closely the partnership can be formed to meet a client’s goals.

Second:

It is arguable that the more clearly you can demonstrate non-tax reasons for the family limited
partnership, the less likely you are to have problems with the IRS.

Management of Business Assets and Investments
Obviously a business must be run as a unified entity, but even investments can benefit from being
managed through an entity. Pooling family wealth in a family limited partnership means greater
diversification of investments, costs (as a percentage of the amount invested) of managing the
investments, and shared access to information that bears on investments. For instance, some investments
or advisors will be available only for accounts of a minimum size, and having a single investment entity
helps the investor meet that minimum size.

Investment Club Function
In many cases, this makes the family limited partnership like an investment club. The partnership used as
an investment club is discussed in Rev. Rul. 75-523, 1975-1 C.B. 257, which recognized a partnership
for tax purposes even though its only activity was investing in certificates of deposit and in Rev. Rul.
75-525, 1975-1 C.B. 350, where the partnership’s only activity was investing in marketable securities.
The check-the-box regulations, covered in chapter four, remove any doubt as to the use of the
partnership for passive investments.

The investment club function is far more important with a family limited partnership than it is with a
partnership of unrelated individuals. That’s because it also serves an educational function, where the
older family members will be able to impart their experience to the younger family members.
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Asset Control
Another aspect of asset management is asset control. The family limited partnership is one of the few
ways to transfer the value of property while retaining the right to control it. In some cases the donor may
have previously given property to children. Forming a family limited partnership and requesting the
children to contribute that property back to the partnership may enable the donor to regain control over
that property. The incentive to the child is the promise of additional property being transferred by the
donor, or additional partnership interests being gifted. [See also TAM 9842003].

Asset Protection
This means protection from creditors, something that’s particularly important for business owners who
are personally liable for large business debt and professionals, such as doctors, who may be subject to
malpractice. Asset protection is more an “ideal” than a “goal,” in that perfect asset protection is never
attainable. However, the family limited partnership provides a significant measure of asset protection.

Charging Orders
Under the limited partnership laws of most states, the creditors of a partner cannot make a claim against
the partner’s interest in the partnership, and certainly have no claim to the partnership assets. The most
that the creditor can get is a “charging order” against the partnership interest, unless the partner has
actually made a fraudulent transfer. A charging order is the right to receive any distributions the partner
would get, but with no management rights.

Since a partner is liable for the taxes on his share of partnership income whether or not there is a
distribution, the creditor with a charging order could be liable for partnership taxes without any actual
distribution. Although this creditor technically has the value of the partnership interest, it is accompanied
by a steep liability. The prospect of this liability may cool the ardor of all but the most stalwart creditors.

The partnership agreement may be drafted so that if a partnership interest is assigned to a creditor, or,
for that matter, anyone else without the consent of the other partners, then the partnership interest would
be redeemed by the partnership or bought out by the other partners at a fair market (i.e., discounted)
value. Although this may get rid of the creditor cheaply, it is often just as effective to leave the creditor
holding the charging order.
There is, however, one situation—a divorce—where the tightly drafted purchase agreement would be
better than the protection otherwise available against creditors. In that case, the purchase agreement both
reduces the value of the partner’s interest in his marital property and keeps the partnership interest from
being distributed to an ex-spouse in divorce.
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Ease of Gift-Giving
Aside from the tax valuation question, it is simply easier to make gifts of partial interests if done via
partnership interests.

Suppose a parent wants to give her daughter a 20% interest in a piece of real estate, and expects to make
other gifts in the future. Instead of a series of deeds she could do one transfer to the family limited
partnership followed by a series of transfers of partnership interests. The transfers of the partnership
interests would not require any filing in land records with the attendant costs.
Similarly, a parent may want to give a partial interest in a particular portfolio. Thus, the gift can be made
without disrupting the balance of the investments in the account.

Flexibility of Arrangements
Trusts must follow strict rules related to investments. Irrevocable trusts in most states are very difficult to
change. But family limited partnerships can invest in just about anything, and the arrangements can be
changed very easily in accordance with the terms of the partnership agreement. Although corporations
sometimes have some benefits of family limited partnerships, in fact they’re subject to numerous
requirements and formalities that don’t apply to partnerships. What’s more, at the time the entity is
terminated, there will be fewer tax problems with the partnership than with the corporation.

Resolution

of Intrafamily

Disputes

Inheritances are frequently accompanied by disputes. With a family limited partnership donor parents can
spell out in detail how disputes will be resolved. For instance, the family limited partnership can state
that disputes are resolved by arbitration, and then even specify how that arbitration will be carried out. If
the donor parent wishes to avoid disputes, she can include a provision that the loser in a legal dispute
pays the legal fees of the winner. Such a provision should be used carefully, and it may discourage the
resolution of legitimate disagreements, but adding this provision is always an option.

Dispositive Issues
“Dispositive” means how a person disposes of his or her property. A person can give property outright
or in trust, or leave it outright or in trust via her will. A family limited partnership is often set up to
control who will eventually get the property. This means, for instance, that there may be restrictions
keeping non-family members from becoming co-owners. There may even be limits on ownership by
spouses (i.e., sons-in-law and daughters-in-law of the parents who set up the family limitations). In any
event, the arrangement will be set up keeping in mind who the long-term owners will be.
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Dispositive issues involve more than just future ownership. For instance, a parent may want to make
gifts to a child without giving that child uncontrolled access. There could be concerns both about the
child’s wasting the gift, or reducing the child’s work ethic. Although a trust will address some of these
issues, the family limited partnership will resolve them more fully, with more flexibility, and with more
control in the hands of the donor parent.

Avoiding Ancillary Probate
If a person’s estate contains out-of-state real estate or tangible assets, those assets may need to be
probated in the other state; sometimes they’ll be subject to succession taxes there as well. Of those assets
which are placed in a family limited partnership, both the probate and additional taxes can possibly be
avoided.

ESTATE AND GIFT TAXES
Certainly, a major goal in the family limited partnership is the ability to discount gifts. Discounts permit
the donor to leverage the annual gift tax exclusion and unified credit, that is, to make a larger tax-free
gift than the amount that could otherwise be made.

Valuation Discounts
At the heart of the valuation discount is the basic principle of fair market value, as stated in Reg.
§25.2512-1, the price at which the property would change hands between a hypothetical willing buyer
and a willing seller, neither compelled to buy or sell, and both having reasonable knowledge of relevant
facts.
All relevant factors should be considered. IRC Chapter 14, discussed in chapter three, creates certain
exceptions, but for now we’ll focus on the rule rather than the exceptions.

Stated simply, partial interests in property would not necessarily be worth an exactly proportionate
amount of the value of the total property. A 40% interest in property is not necessarily worth 40% of the
underlying value of the real estate because that’s not what a hypothetical willing buyer would pay for it.
Although generically referred to as a “minority discount,” in fact there are different rationales for a
discount, and sometimes more than one discount can be applied concurrently. What’s more, there are
some situations under which even a majority owner may be entitled to a discount, where the
circumstances support a finding that the willing buyer would still look for a discount.

The reasons for the discount are lack of control and lack of marketability.
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Lack of Control
This is the discount commonly associated with the minority owner. It can, however, also occur in
Example 1-3 described above, where the donor owns a majority of the total partnership interests but a
minority or none of the general partner interests.

Control really refers to many rights that have economic value. For instance, it generally includes hiring
managers and setting their compensation. It also includes the ability to determine management policy, to
decide whether to expand or contract the business of the partnership, to make or not to make
distributions of profit, and to change the underlying operating agreements. Not all of these powers will
necessarily belong to majority owner of the partnership, or even a majority of the general partner shares,
but they will all be denied minority owners. Certainly state laws will be relevant to determine what kind
of control a partner has.
For years the IRS objected to lack-of-control discounts where the minority interests were owned by
family members. The IRS position was that those minority interests should be aggregated, and that if the
family as a whole had a majority interest then no discount should be applied. After losing on this point in
several cases, the IRS acquiesced in Rev. Rul. 93-12, 1993-7 I.R.B. 13. This ruling helped trigger the
current family limited partnership trend. Even though that ruling actually concerned a minority discount
for an interest in a corporation, it resolved a critical issue in family limited partnership planning. From
that point on, it was undisputed that, in the words of the ruling, “a minority discount will not be
disallowed solely because a transferred interest, when aggregated with interests held by family members,
would be part of a controlling interest. ”
Note that the ruling said “solely.” So the IRS may look for other reasons to deny the discount. Never
assume that the discount is available; it is always advisable to back up the discount in terms of the
specific items of control that the transferred interest lacks.
Two final points:

■

The owner of a 50% interest may be able to take a lack of control discount, albeit one that’s smaller,
as the 50% owner can veto a particular action but not force an action.

■

Where there is a minority interest that represents a swing vote the IRS will sometimes try to put a
premium on the value, but you can argue that this is a violation of Rev. Rul. 93- 12. See Chapter 8.

Lack of Marketability
This is the second major rationale for discounting a fractional interest in an entity. This is based on the
fact that there is no market for the interest.
Restrictions on the transfer will help support the lack of marketability discount, however, the relevance
of these restrictions will always be subject to Chapter 14 of the IRC.
10
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Supporting a Valuation Discount
Because the valuation discount is an important part of family partnership planning, it is important to take
whatever steps you can to support the discount. Not all of the following steps can be taken, and some
need to be taken into account with IRC Chapter 14, discussed further in Chapters 2 and 3 of this book.
However, all of these must be considered.

Qualified appraisal: This may be the single most important thing to support a valuation. There should be
an appraisal by someone with bona fide credentials, an appraisal gives a clear explanation of how value
was arrived at.

Partnership agreement: It is essential that the partnership agreement be carefully drafted to address
(albeit often indirectly) the valuation issues. This means that it might include, for instance, restrictions on
transferability, provisions that provide for redemption of interests at fair market value, restrictions on
control, business purpose, limitations on distributions, and events of dissolution.

Entity records: Careful records must be kept regarding all aspects of the partnership’s financial life. This
means that there should be records (including documentation) of all contributions to the partnership,
appraisals of assets contributed, balance sheets and financial statements, records of distributions to
partners. It would be helpful to have partner meetings, and policies for management and distributions.

ACHIEVING MULTIPLE GOALS
What makes the family limited partnership unique is the ability to achieve multiple goals. For instance,
there are usually estate tax and asset protection advantages to giving away property outright, but the
family limited partnership enables donors to get estate tax and asset protection advantages even if they
retain control over the gifted assets.

FLPs vs. Trusts
This quality is best understood by comparing family limited partnerships to trusts. If the grantor of a trust
retained just about any rights over the trust, it would be included in his estate for estate tax purposes, for
instance, under §2036. Similarly, there are many obstacles to setting up a trust for one’s own benefit
which would have some protection from creditors, other than offshore-type trusts described in Chapter 5.
However, the family limited partnership lets a person have his proverbial cake and eat it to, in the ability
to control and benefit from an asset that may be treated as having been gifted for estate tax and asset
protection purposes.

Investments
Some advisors avoid family limited partnerships for investment portfolios, because it’s harder to justify a
business purpose for putting investments rather than an operating business in a family limited
11
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partnership. Despite few IRS rulings that create issues needing to be resolved, there is no reason why the
family limited partnership should not at least be attempted for portfolio investments.
However, there are specific income tax rules to consider. Section 721 defines a type of partnership
determined to be an “investment company.” This refers generally to a partnership where more than 80%
of the partnership assets are marketable securities, or interests in regulated investment companies or real
estate investment trusts. If a taxpayer contributes assets to such a partnership, the taxpayer will recognize
gain or loss on the contribution unless that stock portfolio is substantially diversified.
Investment company rules are discussed in detail in Chapter 7.

Discounts
Ultimately, the main question concerning a family limited partnership is, after all, the amount of a
discount measured by the lack of marketability and lack of control. Anecdotal evidence of unreported
cases indicate that the discount percentages vary widely. Although there is general agreement that the
discount is greater where there is an operating business in a family limited partnership than where there
are passive assets, it’s still not clear what kind of discount is actually available. However, some
appraisers are taking discounts of up to 20-25 % percent where the family limited partnership consists of
marketable securities, so that kind of discount should not be ruled out.
Where there is an operating business or real estate, it is possible to take an even greater discount, even
greater than 50%. However, it is necessary to make certain that you have the appraisal and the back-up
documentation to support the valuation in order to avoid undervaluation penalties.

If you are involved in family partnership planning it is essential that you use a qualified appraiser. Some
appraisers, even many with years of experience, are not familiar or comfortable with these discounts. In
some cases you may need to let the appraiser know explicitly it is your opinion that a discount is
appropriate and see how the appraiser responds. However, because of the importance of the appraisal,
this is not a place for your client to make a decision based on cost or habit.

The Wall Street Journal recently reported that estate planning techniques will face tougher IRS scrutiny.
IRS officials are challenging more people who use family limited partnerships and similar tools to lighten
estate-tax and gift-tax burdens. Treasury officials also are deeply concerned by what they see as abuses in
this area.
Karen Lewallen Sumler, IRS director of estate- and gift-tax administration, said in an interview that
some people are taking large valuation discounts without supplying a detailed explanation. “It’s not
uncommon to see 50% valuations,” with some as low as 10%, she says. Ms. Sumler also says the IRS
has begun increasing the number of gift-tax returns that it audits.
She urges people using family partnerships to provide more details on how they calculate valuation
discounts.
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FAMILY LIMITED PARTNERSHIPS VS. LLC’S AND OTHER ENTITIES
Choice of entity is one of the most important planning decisions when a client is considering a family
limited partnership. And yet, sound professional advice is often glossed over, often not really made at
all, or made with inadequate information.

Our discussion will fall into two separate areas. First, comparing the general legal and income tax
differences among the different entities available. Second, focussing more specifically on how the
differences between the partnership and the L.L.C. can have an impact on the desired estate and gift tax
treatment, that is, how this choice can affect the valuation discount.

GENERAL CHOICE OF ENTITY CONSIDERATIONS
Trusts
A trust is not an effective vehicle for FLP planning. Unless the donor is planning to part with control,
which would defeat one of the main motives, there is a high likelihood that a trust would be included in
the donor’s estate under §2036 or related sections. Also, there are practical as well as legal obstacles to
the operation of a business within a trust. Finally, a trust is only partially a flow-through or conduit
entity, in that tax attributes such as capital gains and exempt income may be taxed to the trust, a result
that would not happen in a pure conduit such as a partnership or L.L.C. What’s more, there will
generally not be a flow-through of income reporting with a trust except for income actually distributed.
A trust may, however, be used to own interests in another entity, such as a family limited partnership or
L.L.C. (different trusts are covered in more detail in chapters 5 and 6). In fact, if the junior owners of
the entity are too young to be trusted even with minority interests, then those interests can be put in trust
for their benefit. However, such trusts need to be designed with §2036 and related sections in mind.

Corporations
In most cases, a C corporation would not be considered appropriate for FLP planning. At the outset,
there are the problems with double taxation, accumulated earnings tax, and personal holding company
status. Appreciated assets get no step-up in inside basis on the death of a shareholder, a problem that can
be avoided with a partnership by using an election under §754. Preferred interests may be characterized
as §306 stock, something that would not be an issue with a partnership or L.L.C.

S Corporations
In some senses, an S corporation is superior to a C corporation in an FLP context. However, in most
instances an S corporation would similarly be ruled out. Although there is some elimination of the double
taxation problem, it’s not totally eliminated. For instance, there’s still no step-up in inside basis, there are
13
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restrictions on passive income under §1362(d)(3), there are potential double taxes on investment income
under §§1374 and 1375, and loans by an S corporation will not increase the basis of shareholders for loss
purposes unless taken out by them individually.

Although it is beyond the scope of this book, an ongoing issue in all tax planning is whether the L.L.C.
has rendered the S corporation obsolete. This issue is more pronounced in the FLP planning context.
Without delving too far into that debate, an S corporation might be superior to an L.L.C. in other
situations where there’s a one-owner entity in a state that doesn’t authorize a one-owner L.L.C., or when
for business reasons the entity is better off being required to follow legal formalities. But neither of these
would apply in the FLP situation.
The S corporation has its own special problems for FLP planning purposes, as it has more requirements
to comply with. For instance, only certain trusts may be owners of S corporation shares: grantor trusts,
and qualified subchapter S corporation trusts. Since FLP planning is family wealth planning, it’s not at
all uncommon for a person to want to put gifts to her children in trust for their benefit. The terms of
those trusts should be dictated by the unique needs of the family, and not by the very narrow
requirements applicable to S corporations.

Using Corporations for FLP Planning
There is still one narrow context in which an S corporation or C corporation may be used for FLP
planning. That’s where the corporation is already in existence for some prior purpose.

Example 1-4:
■

Suppose the donor is a business owner who’s been the sole shareholder of a C or S corporation for
many years.

■ After much review she has determined either that there is no reason to change this decision, or that
change is not worth either the transaction cost or the tax cost.

■ That donor, however, still may want to utilize the basic principles of FLP planning to make staged
gifts of shares to children, discounting the value of each annual gift and ultimately hoping there is
a discount in the value of the remaining shares in her estate.

There’s nothing wrong with using basic minority discount principles to value gifts of corporate stock. But
corporate stock in some cases will not get the same discount as a partnership. Here’s why:
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Example 1-5:
■ Corporations are subject to their own special rules of governance.
■ Under those rules, shareholders elect directors and directors run the company.
■ Some major decisions may require a two-thirds vote of shareholders, but once a shareholder has
two-thirds of a corporation he really controls the whole thing.
■ It’s not the same with a partnership, where there are fiduciary obligations.

■ There’s no rule that a person who owns more than two-thirds of a partnership controls all of it.

What’s more, a shareholder can freely sell his stock, absent a written restriction. Partners generally
require consent of other partners to transfer shares, otherwise the purported transferee will really just be
an assignee of the right to receive distributions, with no control power. This principle arises as a
partnership is intended to be more of a personal relationship than a corporation.

Reasons to Use Corporation for FLP Planning
Notwithstanding the shortcomings of using a corporation for FLP planning purposes, if the corporation is
a C corporation, the donor may want to continue operating the entity as such. The reasons for this
include:

■ Ability to take a full deduction for owners’ health insurance.
■ Ability to deduct qualified plan contributions before calculating wages for Social Security and
Hospital Insurance Tax purposes.
■ Possibility of taking an ordinary loss deduction under §1244 if needed.
■ Ability to accumulate earnings for reasonable business needs at lower tax rates.

If your client is planning to use a corporation for FLP planning, it’s critical that you don’t lose sight of
the “anti-Byrum” rule of §2036(b)(2). Under that rule, if a person gives corporate stock but retains the
right to vote that stock then the stock will be included in his estate. There’s no equivalent section
applicable to partnerships.
Even the anti-Byrum rule has something of a loophole. A donor can’t retain voting rights of gifted stock,
but can give nonvoting stock, even if it means that the donor still has 100% of the voting rights.
Although this loophole is available, caution must be exercised to prevent a problem under §2036(b)(2).
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Partnerships, L.L.P.s,

and

L.L.C.s

These all generally share the same income tax characteristics. The biggest plus for these is the absence of
the negatives that other entities have.
In addition to having the most tax characteristics in common, they’re also very similar to each other with
regard to practical consideration. Generally, all must be registered with a state recording agency,
although a general partnership doesn’t need to be so registered.

Exceptions to Common Characteristics
In a very real sense, anything you can accomplish with one you can accomplish with another, with some
very specific exceptions:

■ There may be state law restrictions on one of the entities.
■ The partnership form, either the general or a limited partnership, still requires that someone have
unlimited liability.

• Although it is possible to have all the general partners corporations and/or L.L.C.s, there’s no
need to have this second entity when only one is needed for protection from liability.
• The liability issue is, of course, not important if the only asset in the entity is marketable
securities.

Miscellaneous Factors Favoring the L.L.C.
The question is whether a partnership (or a limited liability partnership) is superior to an L.L.C. for
purposes of FLP planning. Later on, we’ll go into some of the specific valuation issues, but for now
we’ll look at general issues.
There is a tendency among some advisors to favor the limited partnership over the L.L.C. because it has
more history. The laws have been around longer, there are more judicial decisions related to them, and
there’s overall more certainty as to the legal consequences of a limited partnership than an L.L.C.
Unfortunately, this sounds a little like “it’s the way we’ve always done it,” and often warrants more
scrutiny than it’s being given.

For instance, here are some items that you may want to take into account:
■
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■ This affects entities with operating businesses, with less of an effect on entities holding solely
marketable securities.
■ An individual may lose the limited liability afforded to limited partners if he materially participates in
the limited partnership.

• This restriction on material participation may in turn make the limited partner unable to take
some passive losses.
This affects FLP arrangements involving children old enough to participate in management and some
FLPs with passive losses from managed real estate.

Miscellaneous Factors Favoring the Limited Partnership
For purposes of self-employment tax, limited partner distributions are not self-employment income. This
means that if a person is a 1% general partner and 50% limited partner, the portion of her
distributions allocable to the limited partner interest won’t be subject to the tax. There is no analog to
this with the L.L.C., and it may be modified by regulations that are currently on hold. This affects
primarily entities with service income, but has less of an effect if income is from passive investments.
A general partner of a limited partnership has more absolute power than the managing member of an
L.L.C. This affects donors who are adamant about retaining control over the entity by retaining
general partner shares.

As you can see, it’s really not a matter of one vehicle being better than another. Rather, it’s a matter of
determining what the needs of an individual client are, and choosing the entity that most closely
conforms with those needs.

CHOICE OF ENTITY AND VALUATION DISCOUNTS
Chapter Three goes into great detail about IRC Chapter 14 and related problems. However, the Chapter
14 problems cannot be separated from the choice of entity issue, so we will begin the Chapter 14
discussion here.
Chapter 14, which consists of §§2701-2704, was enacted in 1990 to stem perceived abuses in valuations.
The IRS has recently used §§2703(a)(2) and 2704(b) in particular to challenge valuation discounts in the
family limited partnership setting.

■ Section 2703(a)(2) states that the value of property is generally determined without regard to any
restriction on the right to use the property. The IRS has argued that restrictions in a partnership
agreement cannot be taken into account when valuing partnership interests.
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■

Section 2704(b) states that a restriction on the ability of a corporation or partnership to liquidate will
generally be disregarded for valuation purposes if the restriction can lapse after a transfer to a family
member.

Both of these provisions apply to restrictions imposed by agreement. Section 2704(b), but not 2703(a)(2),
excludes restrictions imposed by law. Although it’s not absolutely certain, it does appear that relying on
state laws may provide some protection against a challenge to a valuation discount.

Impact of State Law
It is a “truism” that state law determines rights, and federal tax law taxes according to rights.
Accordingly, the federal tax law could have a different impact on the identical facts in two different
states, since the laws of the states might be different.

In the context of family limited partnerships, correct planning relies heavily on your understanding what
state law says about the rights of partners in partnerships and members of L.L.C.s. At the very least you
should be familiar with the laws of your state. If you don’t have access to your state’s statutes regarding
limited partnerships, limited liability companies, and limited liability partnerships, along with some way
to get update information, then you are really limited in your ability to advise clients on FLP planning. It
is also helpful to have information on nearby states that may be more tax-favorable to either partnerships,
L.L.C.s, or both.
Think back to the elements of control that were important when determining that a lack of control
discount might be appropriate. What does your state law have to say about these? Most important are the
default laws related to liquidation. That is, in the absence of an agreement, how difficult would it be for a
partner or member to liquidate his or her interest, or the entity?
Simply stated, the easier it is for the entity to dissolve, and the easier it is for a partner or member to
cash out his interest, the smaller the valuation discount will be.
In many states it’s harder for a partner to liquidate a partnership than for a member to liquidate an
L.L.C., but this is not universally so. In Connecticut, for instance, an L.L.C. member doesn’t have the
power to liquidate but a partner does. In that case, the L.L.C. will generally be superior to the limited
partnership for FLP purposes; elsewhere the result might be different.
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CHAPTER 2

THE PARTNERSHIP ESTATE FREEZE
INTRODUCTION
The family partnership is generally regarded as a tool for making gifts, where the value of the gifts for
transfer tax purposes is discounted to reflect lack of control and lack of marketability. However, that is
not its only use for gift and estate tax savings.

Another use of the family partnership is for estate freezes. This under-acknowledged use of family
partnerships is in some cases superior to more traditional uses.

THE ESTATE FREEZE AND SECTIONS 2701—2704 (IRC CHAPTER 14)
With both the partnership estate freeze and the traditional transfer of partnership interests, a major goal is
“leverage”—getting wealth out of the donor’s estate with as small a gift and estate tax value as possible.
Here's how they differ: With the traditional transfer, a valuation discount often arises from lack of
control and lack of marketability. With the estate freeze, the donor issues herself a “preferred” interest,
one that has greater claims to partnership income and principal than “common” interests. By making the
preferred interests worth as much as possible, the residual value of the common interests is relatively
small, and these are the interests that are gifted.
To put it another way, in an estate freeze, the donor owns an asset and retains the current value of the
asset, but makes a gift of the asset’s future appreciation. “Freeze” refers to the fact that the value stays
the same in the donor’s estate, even though the appreciation has been transferred out of it.

Why would a donor want an estate freeze? Obviously, if the donor just made an outright gift of an asset
then any appreciation would be out of her estate. The problem is the gift tax consequences of the initial
gift. Ideally, with the estate freeze, the donor’s retention of the present value of the asset diminishes the
gift value of the appreciation that’s transferred. In the best case scenario, that gift will have a nominal
value.

Chapter 14
An essential part of the estate freeze calculation today is IRC Chapter 14, §§2701 through 2704. Chapter
14 is intended to curb a series of perceived abuses in family-controlled businesses and trusts.
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A principal target of Chapter 14 is the estate freeze, where a business owner would create a preferred
interest in a family business which represented virtually all its value. So, for instance, the owner of a $10
million corporation might recapitalize the corporation by issuing to himself preferred stock with a par
value of nearly $10 million. According to the terms of the stock issue, dividends would be paid on the
preferred stock before any payments would be made on common stock, and the preferred stockholder
had many rights relative to the preferred stock, such as the right to convert his preferred shares to
common stock.
Once this stock was issued, the value of the common stock would be calculated as the “residual value,”
the total value of the company minus the value of the preferred stock. This is where the donor would
often claim that the common stock had a nominal value, by claiming a large value for the preferred
stock. The owner would then give away some or all the common stock to his children, at the nominal gift
tax value, and then wait.
All increases in the value of the company would accrue to the common shareholders. So, if ten years
later the company was worth, say, $15 million, it would mean that the owner gave his children $5
million of value with no gift tax consequences.

This was the classic estate freeze. It seemed to make economic sense. Often the preferred shareholder
(i.e., the donor parent whose goal was to make a gift to children) would take out few or no dividends,
even though he was entitled to, and he’d decline to exercise many of the other rights that gave value to
the preferred shares. That is, even though the preferred interest might have had a par value of $10
million, the actual value to the donor would be less than that because of the nonpayment of dividends and
non-exercise of rights.

Transfers Between Family Members
The basic assumption in the willing-buyer-willing-seller formulation for fair market value is that
everyone involved will do what’s in their best economic interests. That means that if the buyer has the
right to receive dividends, or exercise an option, the buyer will in fact do what he or she could to
maximize income. However, that’s usually not the case where the transfer is between family members. A
donor parent may choose not to take all the dividends that he or she is entitled to, or exercise all the
options available in his or her favor. This is why the drafters of Chapter 14 felt that existing law was
inadequate for purposes of valuing the preferred interest where family members were involved.

Section 2701
The lead section of Chapter 14, §2701, established that the value of the preferred stock would be
established without regard to dividend rights, conversion options or similar rights, except subject to
certain rigid requirements and limitations. Basically, these rights would be valued if they conferred an
economic benefit without any discretionary exercise of any such right on the part of the donor.
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Because of the rigid requirements and limitations of Chapter 14, many practitioners avoided the estate
freeze. Those requirements and limitations can be reviewed to demonstrate how the estate freeze is allbut-impractical in the context of a corporation, but how it is still viable for a partnership or L.L.C.

Section 2701 provided that, in the context of a family-owned business, certain retained interests would be
valued at zero. In the above example, the preferred right to dividend would be valued at zero. This, in
turn, greatly reduces the value of the preferred stock, because a remote liquidation right without any
current income is worth only a fraction of the liquidation right. The lower the value of the preferred
stock, then, the greater the value of the gifted common stock. In other words, one can no longer give
away future appreciation at a nominal present gift-tax value.
The critical component of §2701 is that, in order for the right to dividends to be considered in
determining the value of the preferred interest, the dividends had to be guaranteed to be paid. In the
corporate context, this meant that the estate freeze would work only if there were stated dividends
payable, which would be cumulative to the extent they could not for any reason be paid. [Reg. Sec.
25.2701-3(b)].

SECTION 2701 AND PARTNERSHIPS
There are two reasons which, taken together made §2701 the death knell for corporate estate freezes:

■ First, the minimum payment would itself increase the size of the donor’s estate, essentially throwing
back into the estate a portion of the value of the appreciation.
■ Second, dividends are subject to double taxation. This is anathema to the closely-held business,
where compensation is traditionally used to reduce corporate profits without double taxation.

When looking at an estate freeze for a partnership or L.L.C., the first reason exists, but not the second.
Accordingly, the partnership estate freeze isn’t as viable now as it was before Chapter 14, but in fact,
although limited, it’s still a valuable planning tool in many instances.

Aside from the Chapter 14 rules, there are several other reasons why the partnership is a better vehicle
for estate freezes than a corporation:
■ There are special rules that apply to corporate recapitalizations that don’t apply to partnership
recapitalizations, such as the requirement of a business purpose and continuity of control.
■ With a partnership recapitalization there’s no danger of a taxable stock dividend the way there is
under §305 if stock is misvalued.
■ Partnerships do not have §306 stock. In a corporate recapitalization the preferred shares will have
this taint and be taxed as ordinary income when sold.
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When talking about the partnership freeze, there is often reference to traditional corporate terminology.
For instance, the transaction begins with a recapitalization (or initial capitalization) of the entity, with at
least two classes of interests. These are the “preferred” interests, also sometimes referred to as “senior”
interests, and the “common” interests, also sometimes referred to as “junior” interests.

Senior Interests
What makes the senior interests preferred interests is that they have their preference for distributions, and
they’re entitled to a minimum amount upon the liquidation of the entity—in short, they get paid before
the junior interests do. What the junior interests usually have, however, is the right to all income in
excess of the stated dividend of the senior interests, and the right to all appreciation in excess of the
stated liquidation preference of the senior interests.
General partners in a limited partnership need not own preferred interests. It may turn out that way in the
classic family limited partnership where the general partners are the donor parents. However, as
discussed in the first chapter, that’s only one of the configurations that can be used, and there’s a lot of
variety depending on the needs of the particular family. Where the family chooses to have the donor
parents retain limited partnership interests, or where there’s simply a general partnership, the junior
interests will be owned by the donee-children regardless of whether they are limited partners or general
partners.

■ The critical element of the partnership estate freeze is that after the recapitalization the senior
interests must have guaranteed distributions of profits each year, a guaranteed interest in principal.
■ The senior interests also must have a guaranteed portion of liquidating distributions. Although this
can be a dollar amount or percentage, for purposes of an estate freeze it will almost always be a
dollar amount.

These are the requirements of §2701, without which the senior interest rights would be disregarded for
determining the value of the senior partner interests.
Once the entitlements of the senior interests are established, the junior interests are entitled to everything
in excess of what the senior interests get. Where the senior interest’s liquidation preference is stated as a
dollar amount, the junior interests will end up with all further appreciation.

Section 704
Adding complexity are several technical rules under §704 and the regulations thereunder. These rules
provide that liquidating distributions from a partnership must be equal to the partners’ final capital
account balances. This means that if the owners of the senior interests are entitled to a fixed dollar
amount on liquidation of the partnership, then their capital accounts must equal that fixed dollar amount
at that time. Prior to the liquidating distributions it is likely that there will need to be some allocation of
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profits and/or losses to the owners of the senior interests, in order to adjust their capital accounts to that
fixed dollar amount.
Despite some complexity, the partnership estate freeze is often preferable to an ordinary transfer of
partnership interests without such a freeze. There are reasons for this:

There’s greater leverage with a partnership estate freeze. With a straight gift of a partnership interest the
hope is to get a significant discount for gift tax purposes, but the donor cannot make substantial gifts
without using up some or all of the unified credit. With a partnership estate freeze the donor can make a
gift of future appreciation in property using little or none of the unified credit.

One element of §2701 is worth noting: Even if there are guaranteed payments to the senior interest
owners that will boost the value of their interests, §2701 still provides a minimum value for interests
transferred. This is based on the assumption that the right to appreciation can never truly be given a
value of zero. The minimum value of junior equity interests is essentially 10% of the value of the portion
of the company for which the interests have appreciation rights. For these purposes, debts to family
members are not taken into account.

So, for instance, if there are junior interests with the right to all appreciation in half of a $10 million
company, then these interests have a minimum value of $500,000. While this isn’t as favorable as in the
pre-Chapter 14 days, where there was no such minimum value, it’s still a low enough number to make
the estate freeze worthy of consideration.

Transfers Outside Section 2701
Although this is not a course on Chapter 14, this and the following chapter of this course require
familiarity with pertinent statutory sections. For instance, it is almost universally assumed that there is a
parent-child or similar relationship between the donor and donee. This would squarely put an estate
freeze within the ambit of §2701, as that section covers transfers to spouses, lineal descendants of the
transferor or the transferor’s spouse, and the spouse of any such descendant [§2701(e)(l)].
For transfers to other family members (such as nieces and nephews), or non-family members (such as
non-married domestic partners of children), one may be lucky enough to find the requirements of §2701
wholly inapplicable. In such a case, there would not need to be a guaranteed distribution of profits or
guaranteed liquidation preference for the donor’s retained rights to be valued as part of the preferred
interest retained. Pre-Chapter 14 law is instructive as to how the IRS might treat such estate freeze
transfers, and Rev. Rul. 83-120, 1983-2 C.B. 170 provides guidance as to how value would be allocated
between senior and junior interests.
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Revenue Ruling 83-120
Revenue Ruling 83-120 provides an important discussion of valuation principles where there is a frozen
preferred interest and a common interest. Although this revenue ruling refers to stock, the valuation
principles are the same for interests in a partnership.

The ruling makes it clear that, in general, the most important factors to be considered in determining the
value of preferred stock are its yield, dividend coverage and protection of its liquidation preference.
Although preferred stock will have a par value, the fair market value of the stock may be less than the
par value if the dividends are inadequate to support the value.
The value may be less than par any time the dividend rate is less that the rate paid by high-grade
preferred stock. If creditors generally would charge this particular entity a higher rate of interest than its
most creditworthy borrowers, then the dividends paid on preferred shares should be higher if the
preferred stock is to be valued at par.
In short, dividend paying history of very solvent corporations, particularly publicly-traded corporations,
may be used as a benchmark, but will not be controlling.

Additionally, the ruling acknowledges that the stated dividend rate may not be the same as the actual
dividend rate. This is particularly so where there is not adequate cash to provide for the stated dividend.
Such a case will provide further reason for the stock to be valued as less than par. This would be the
result if the after-tax earnings of the corporation are not enough to provide for the stated dividend. It may
also be the result if there are adequate after-tax earnings but just barely, and any corporate downturn will
hinder the corporation’s ability to pay the stated dividend.
Certainly, if dividends are noncumulative then they will have less value in determining the fair market
value of the preferred stock. The ruling states that “the absence of a provision that preferred dividends
are cumulative raises substantial questions concerning whether the stated dividend rate will, in fact, be
paid. Accordingly, preferred stock with noncumulative dividend features will normally have a value
substantially lower than a cumulative preferred stock with the same yield, liquidation preference and
dividend coverage."

Similarly, the liquidation preference of preferred shares must be evaluated in terms of whether there will
be adequate liquidation value to cover the preference. The ruling also looks to see if the preferred stock
has voting rights or redemption rights.
The ruling also looks to see if there are agreements related to the preferred stock that would not
ordinarily be found with publicly traded preferred stock. The ruling states, “In general, if covenants
would inhibit the marketability of the stock or the power of the holder to enforce dividend or liquidation
rights, such provisions will reduce the value of the preferred stock by comparison to the value of
preferred stock not containing such covenants or provisions.”
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The ruling can best be understood as arming the IRS for the conflict between taxpayers trying to claim
the highest possible value for preferred interests (in order to decrease the value of transferred common
interests) and the IRS trying to lower the value of the preferred interests (to increase the taxable gift of
the common interests). The ruling mandates examining every component of the preferred stock to
demonstrate that its value was less than the par value or other value claimed by the taxpayer.

DEALING WITH SECTION 2036(A) ISSUES
Under §2036(a), a decedent’s estate includes the value of any property over which the decedent had
made a transfer with a retained life interest. A lurking question in any partnership estate freeze is
whether there has been such a transfer. In an extreme case, the IRS may claim that the entire partnership,
even the transferred junior interests, should be included in the estate of a donor-decedent.

One could conclude that §2036(a) is not applicable to an estate freeze. After all, the donor doesn’t retain
a life interest in the junior interests transferred, only the senior interests retained. It is believed that there
are no reported cases or revenue rulings where §2036(a) was applied to the transferred junior interests in
an estate freeze.

IRS Ruling
However, there is at least one technical advice memoranda (TAM 7824005) involving an estate freeze
with a family limited partnership, where the IRS ruled that the entire partnership should be included in
the decedent’s estate.

In that ruling, the decedent had transferred a farm to a family limited partnership, where she retained a
60% general partnership interest and a 20% limited partnership interest, and specified donees were given
a 20% limited partnership interest. The decedent had a guaranteed salary provided by the partnership
agreement, and was entitled to share partnership profits with all the partners on a pro rata basis. In some
years there were no profits available for distribution after the salary distributions. In years where there
was a profit distribution, the decedent’s actual share of partnership income, including her salary, was 88
to 92% of the income.

Some time after the formation of the partnership, the decedent transferred her remaining 20% limited
partnership interest to the other limited partners. The partnership income continued to go primarily to the
decedent, and at her death in 1975, there was a shortfall of payments owed to her. Additionally, it was
discovered at that time that she had commingled personal funds with partnership funds.
In analyzing the facts, the IRS cited Estate of Nicol v. Commissioner, 56 T.C. 179 (1971). There the
decedent conveyed a farm to her children, however, retaining a one-third interest for five years in all
crops grown under a previously negotiated lease. In that case, the Tax Court held the full value of the
farm includible in the decedent’s gross estate under §2036. The Court found that the one-third interest
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equaled the rent normally charged for a farm in the decedent’s location. Therefore, the decedent had in
substance retained all the income from the property for a period which did not end before death.

The Tax Court made several determinations in the technical advice memorandum:

1. The salary to be paid the decedent by the partnership was not intended as compensation for
services rendered, but rather was distributions of profit from the partnership.
2. The salary, plus the additional rights that the decedent had in partnership distributions, had the
“cumulative effect” of being “a retention of substantially all the net income from the property.”

3. There was an apparently unwritten agreement that the decedent would be able to live on the farm
for life.
The TAM concluded: “Evaluation of all the facts leads to the conclusion that the decedent had retained,
for a period which did not end before death, substantially all the income from the farm pursuant to an
agreement with her heirs (who were the limited partners). Therefore, all portions of the farm gratuitously
conveyed by the decedent during life are includible in her gross estate.”
In other words, although the issue hasn’t received much interest, it still should be a concern for the
practitioner. This is especially so, given the IRS’s new attack on family partnerships (covered in more
detail in the next chapter). To address that concern, take into account these points:
1. Avoid extremes in determining the amount of income payable to the senior interest holder. There
should be some meaningful amount of partnership income left over after the distributions to the
senior interest owner. Following this recommendation shouldn’t be too much of a problem in the
typical case. After all, most donors in the estate freeze situation would prefer to take as little
income as possible, and are only drawing out income because §2701 tells them to. This means
that, to the extent there’s any choice, they’d tend to pay less income to themselves rather than
more. In the absence of §2701, the donor would typically take out as little income as possible.

2. If most of the income is to be drawn out of the partnership in the form of compensation to the
senior interest holder, it should be demonstrably for the rendering of services with a value at least
equal to the compensation.

3. The income payable to a senior interest holder should not be based on the income generated by
the partnership. Rather, it should be based on the initial value of those senior interests (e.g., a
percentage of the par value of the senior interests).
4. The estate tax inclusion of §2036(a) should not apply where consideration has been paid. This
means that where the junior interest holders have purchased their interests rather than received
them by gift, then there’s no §2036(a) problem. Of course, the consideration must be adequate,
and would have to comply with §2701 in determining the value. Even so, a properly established
partnership estate freeze should result in a low value for the junior interests. If the practitioner is
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concerned about the application of §2036(a), or if the IRS does start to turn up the heat on this
issue, the donor should consider selling rather than gifting these interests.

Giving Away Preferred Interests
One characteristic of the estate freeze is that the donor retains that senior interest, essentially equal to the
fair market value of the partnership at the time the freeze is set up.
The donor certainly may try to give these interests to his children in installments over the years, or leave
them to his children in his will. However, it will be difficult for these interests to be eligible for any
discount, and they’re likely to be included in the decedent’s estate at full value.
The reason for that may not be apparent. The core of estate freeze planning is to create the greatest
possible value for the preferred interests, as that leaves the common interests with the smallest residual
value. After §2701, there must be concrete, guaranteed payments backing up that valuation of the
preferred interests. So, after years of lining up documentation to maximize the value of the preferred
interests, it’s difficult to do a complete about-face and claim that the preferred interests are worth less
than their par values.

GRATS
One approach is to set up a Grantor Retained Annuity Trust (GRAT), and transfer some or all of the
preferred interests to the trust. Under the terms of such a trust, the grantor receives an annual payment
for a term of years, after which time the principal passes to the grantor’s beneficiaries (typically children
or trusts for children). Essentially, the GRAT is the transfer of a remainder interest in a trust, after the
passage of a term of years.
The GRAT is authorized by §2702, the second section in the Chapter 14 sections. Under §2702, if the
grantor of a trust retains a qualified interest in a trust, then that interest can be taken into account for
determining the gift tax value of a gift of a remainder interest. A qualified interest can be an annuity
interest (fixed amounts payable), a unitrust interest (payments based on a fixed percentage of fair market
value, determined annually), or a noncontingent remainder after annuity or unitrust interests.
To gift preferred shares in a family partnership, however, the annuity interest would generally be the
interest of choice. For that reason, consider the grantor retained annuity trust, rather than either of the
other trusts contemplated by §2702, when addressing gifts of the retained preferred interests after a
partnership estate freeze.
There is a fairly straightforward reason why the annuity trust, the GRAT, is the trust of choice here. The
preferred interest retained by the grantor will likely produce a fixed income stream, in order to comply
with §2701. The GRAT can provide for fixed payments based on that income stream. This means that
there may be no additional calculations to be made, and no need to convert principal to cash in order to
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make required payments, beyond those which would already need to be done as part of the initial estate
freeze.

If the grantor dies during the term of the GRAT then the entire value of the preferred shares will be
included in the grantor’s gross estate. It is sometimes recommended that the grantor use life insurance to
absorb the taxes (in an irrevocable trust or other form that would not also increase such taxes), however,
it is entirely up to the grantor whether this additional step is taken.

SUMMARY
Most family partnership arrangements set up today do not include an estate freeze component. However,
the possibility of using a partnership estate freeze should always be considered, as the tax savings can be
dramatic. When an estate freeze is set up, due consideration must be given to the requirements of §2701,
as well as the possible effect of §2036(a).
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CHAPTER 3

DEALING FURTHER WITH CHAPTER 14 AND RELATED
PROBLEMS
INTRODUCTION
Chapter 2 dealt with estate freezes and GRATs within the context of IRC Chapter 14, specifically
Sections 2701 and 2702. These provisions outline requirements for using a family entity for an estate
freeze or a grantor retained annuity trust (GRAT).
This chapter focuses on the impact that the remaining two sections of IRC Chapter 14, Sections 2703 and
2704, have on family partnerships and L.L.Cs. Unlike the first two sections, which are simply
restrictions, the latter two sections may bar the use of a partnership or L.L.C. for family estate planning.

We will highlight here only the sections relevant to our discussion. However, the practitioner should not
proceed with any family partnership or L.L.C. client without a thorough review of IRC Chapter 14.
In addition to Chapter 14 issues, this chapter also looks at some related problems that have been raised
by the IRS.

RECENT RULINGS
At first, family limited partnerships were primarily viewed as asset-protection devices. Over the years,
they have become more popular for estate planning, as a means of transferring assets at a discounted
value.
In a series of technical advice memoranda (TAMs) from 1997 and 1998, the IRS came down hard on
family limited partnerships as a device for saving estate taxes. Although TAMs lack the force of law, and
cannot be cited as precedent, they’re very clear guidelines of IRS thinking. More importantly, by
highlighting the fact patterns where the taxpayer is most vulnerable, the rulings can be instructive in
designing an effective yet safe estate plan.

Review of What the TAMs Held
Common Facts. All the rulings arose out of estate tax valuations. None addressed gifts of minority
limited partnership interests during the donor’s lifetime, but rather all addressed interests in the donor’s
estate.

Second, in all cases, the family limited partnerships had been set up within two months of the donor’s
death. None of the partnerships had any meaningful business activity.
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Third, all the donors had been dying, either because of diagnosed illnesses, extreme old age, or both.
None of the rulings addressed the situation where a healthy middle aged husband and wife set up a family
limited partnership with their children for valid business purposes.

TAM 9719006
This memorandum involved two trusts funded with marketable securities and real estates. One was a
marital trust and the other was a revocable “living” trust the decedent had set up during her lifetime,
both of which would be fully includable in her estate.
Two days before her death, after the decedent had been removed from life support, the family limited
partnership was formed. It was set up by the trustee, her son, with the beneficiaries of the trusts, her son
and daughter. Nothing in the ruling indicates that the mother was aware of the transactions.

Since the partnership was formed mostly with trust assets, the trusts initially owned 98% of the
partnership. Immediately after the formation of the partnership, the son and the daughter each bought
30% interests from the marital trust, primarily with 30-year notes, thereby leaving the estate with a
minority interest in the partnership. The result was, a claimed discount of 48 % (in this case over $1
million) created over a two-day period.

The ruling stated that the discount should be disregarded for two reasons:
First, since the partnership transactions benefited the remainder beneficiaries of the trusts, the partnership
transfers should be regarded as a single transaction with the death transfers.
This reasoning was based on Estate of Murphy, 60 T.C.M. 645 (1990). In that case, the decedent, a
widow, had a general power of appointment over a marital trust that contained a 51.41% controlling
interest in a family-run, closely-held corporation. Eighteen days before her death, she transferred .88%
of the stock to each of her two children. The remaining 49.65% passed to them at her death via a
revocable living trust. The Tax Court considered it a given that that the sole purpose of the pre-death
transfer of .88% to each child was to obtain a minority discount for the stock remaining in the decedent’s
estate.

One of the issues in the case was whether the stock remaining in the decedent’s estate would be eligible
for a minority discount. The Tax Court allowed a discount for lack of marketability, however, it
disallowed a minority discount. The TAM summarized Estate of Murphy as follows:
The Tax Court refused to allow the discount. Rather, the court concluded that the sole purpose of the
inter vivos transfer of the 1.76% interest was to reduce the estate tax on the entire block by obtaining
a minority discount. The court noted that during the period between the initial transfers and the date
of death, despite the transaction, nothing changed regarding the management of the company, and
control remained with the decedent’s family. Thus, “nothing of substance” was intended to change as
a result of the transfers, and the inter vivos transfers “did not appreciably affect decedent’s beneficial
interest except to reduce federal transfer taxes.” Finally, the court concluded that “A minority
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discount should not be applied if the explicit purpose and effect of fragmenting the control block of
stock was solely to reduce Federal Tax.” Accordingly, the court treated the two transfers, for
valuation purposes, as a single testamentary transfer of a controlling interest and declined to allow a
minority discount in valuing the decedent’s 49.65% minority interest.

Promissory Notes
The TAM also took issue with the promissory notes signed by the children for their interests. The
principle was similar: since the makers of these notes were the same as the beneficiaries of the estate, the
notes would be paid. The TAM concluded:
The transfer of the trusts’ assets to the partnership, and the sale of the Marital Trust’s partnership
interests to the decedent’s children, should be regarded as a single testamentary transaction occurring
at the decedent’s death. Accordingly, the existence of the partnership should be disregarded for estate
tax valuation purposes.

Sec. 2703
In addition to the Estate of Murphy issue, TAM 9719006 raised the issue of Section 2703(a)(2). This
section states that the value of any property is determined without regard to “any restriction on the right
to sell or use such property.” The TAM uses this to cut to the heart of the valuation discount. After all, if
a partner had an unrestricted right to sell his or her partnership interest, then the two rationales for
minority discount (lack of control, lack of marketability) wouldn’t apply. The valuation result is the same
where there’s a sale or use restriction imposed by the partnership agreement or inherent in the
partnership structure, since sec. 2703(a)(2) mandates ignoring those restrictions. TAM 9719006
continues:
Section 2703(b) provides that sec. 2703(a) shall not apply to any option, agreement, right, or
restriction which meets each of the following requirements:
(1) it is a bona fide business arrangement;

(2) it is not a device to transfer such property to members of the decedent’s family for less than full
and adequate consideration in money or money’s worth;
(3) its terms are comparable to similar arrangements entered into by persons in an arms’ length
transaction.
Reg. Section 25.2703-1(a)(1) provides, in part, that the value of any property is determined without
regard to any right or restriction relating to the property. Reg. Section 25.2703-1(a)(2) provides that
the terms right or restriction include “any” restriction on the right to sell or use the property. Reg.
Section 25.2703-1(a)(3) provides that a right or restriction may be contained in a partnership
agreement. A right or restriction may be implicit in the capital structure of an entity.
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Regarding the exceptions to the application of sec. 2703(a) contained in sec. 2703(b), Reg. Sec.
25.2703-l(b)(2) provides that each of the three requirements must be independently satisfied for a
right or restriction to meet the exception. Thus, for example, the mere showing that a right or
restriction is a bona fide business arrangement is not sufficient to establish that the right or restriction
is not a device to transfer property for less than full and adequate consideration.

Thus, section 2703(a)(2) applies, and the exception contained in section 2703(b) does not. Read literally,
this could spell the end of all family partnerships (at least in the context of a minority discount for estate
tax purposes) unless the partnership agreement meets the three-part test of section 2703(b).

TAM 9723009
TAM 9723009 was similar to TAM 9719006 as the partnership transaction was set up by a son, under a
durable power of attorney, and there was similarly no indication that the decedent was aware of the
family limited partnership.
In this ruling, the family did not attempt to reduce the decedent’s share to a minority interest. Instead,
there was a partnership agreement with restrictions on, among other things, the decedent’s ability to
liquidate her partnership interest. On this basis, the estate sought a 46% discount of the value of her
interest in the partnership.
In disallowing the discount, the ruling cited the same two theories as those in TAM 9719006, and added
a third, that Section 2704 applied to the transaction. The ruling stated:

Section 2704(b)(1) provides, in part, that in the case of a transfer of an interest in a partnership to a
member of the transferor’s family, if the transferor and members of the transferor’s family hold,
immediately before the transfer, control of the entity, then any “applicable restriction” shall be
disregarded in determining the value of the transferred interest.
Section 2704(b)(2) provides in part that the term “applicable restriction” means any restriction:
(A)

which effectively limits the ability of the partnership to liquidate, and

(B)

with respect to which the transferor or any member of the transferor’s family, either alone or
collectively, has the right after such transfer to remove, in whole or in part, the restriction.

Reg. Section 25.2704-2(b) provides, in part, that an applicable restriction is a limitation on the ability
to liquidate the entity (in whole or in part) that is more restrictive than the limitations that would
apply under state law generally applicable to the entity in the absence of the restriction. A restriction
is an applicable restriction only to the extent that the transferor (or the transferor’s estate) and any
members of the transferor’s family can revoke the restriction immediately after the transfer. An
option, right to use property, or agreement that is subject to sec. 2703 is not an applicable restriction.
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Reg. Section 25.2704-2(c) provides, in part, that if an applicable restriction is disregarded, the
transferred interest is valued as if the restriction does not exist and as if the rights of the transferor
are determined under state law that would apply but for the restrictions.

Under applicable state law, N.Y. Partnership Law, sec. 121-603 (Mckinneys supp. 1997), if a
partnership agreement does not specify the time or events upon the happening of which a limited
partner may withdraw, then the limited partner may, unless prohibited by the partnership agreement,
withdraw upon not less than six months notice to the partnership. As noted above, under Article 1.6
of the partnership agreement, the Partnership is to terminate on December 31, 2029, and under
Article 2.12, a limited partner is prohibited from withdrawing from the partnership prior to
dissolution or termination. Under Article 9.1(a), dissolution prior to the termination date requires the
vote of 65% of the limited partners and the unanimous consent of the general partner. Article 11.11
provides that the agreement may be amended only by the unanimous approval of all the partners.

In the instant case, under the terms of the partnership agreement, the Decedent could not withdraw
from the partnership and liquidate her interest. However, under applicable state law, in the absence
of the prohibition in the partnership agreement, the decedent could have withdrawn and liquidated on
six months notice. The prohibition on Decedent’s right to liquidate her interest contained in the
partnership agreement is more restrictive than state law, and thus, is an applicable restriction under
§2704(b)(2)(A). See, Reg. Sec. 25.2704-2(d), Example 5, illustrating that a restriction on a right to
put preferred stock to the corporation is a limitation on the ability to liquidate the entity (in whole or
in part) and is disregarded in valuing the preferred stock for transfer tax purposes.
Further, we believe the requirements of sec. 2704(b)(2)(B) are satisfied. That is, the restriction could
be removed by a unanimous vote of all the partners (Decedent, Son and Corporation.)

***
Accordingly, the provisions of the partnership agreement prohibiting the Decedent from liquidating
her interest constituted an applicable restriction under sec. 2704(b) and should be disregarded in
valuing the Decedent’s partnership interest.
In the facts of this ruling, there was an unidentified minority owner who was not a member of the
decedent’s family. This person was clearly inserted to create the appearance of a business
arrangement, and, for the reasons given, was ignored in the tax analysis.
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TAMs 9730004 and 9842003
In TAM 9730004, the facts and conclusions were similar to TAM 9723009. In that ruling the
documentation contained additional restrictions and recitations of business purpose, all of which were
ignored under the general principles stated.
In TAM 9842003, a limited partnership was set up by a mother and her two adult children. The mother
owned a 99 percent limited partnership interest, and the children each owned a one-half percent general
partnership interest. The mother subsequently made several transfers of assets, with a total value of over
two million dollars, to the partnership. Upon the mother’s death, the estate claimed a 40 percent discount
in the value of the partnership, because of the restrictions applicable to the limited partnership interest.
As with the prior TAMs, the IRS disallowed the discount, and held that the transfers to the limited
partnership were part of a single testamentary scheme. Additionally, the TAM had another approach: It
said that if, in fact, the mother’s interest was worth 40 percent less at her death, then this change in value
should be treated as a taxable gift to her children during her lifetime.

Family Partnerships Are

for the

Living

What conclusions should we draw from these rulings? It’s not that family limited partnerships are dead,
or even that they should not be used in the circumstances of the rulings. It will be years, if ever, before
there are clear rules about what will work. However, the rulings demonstrate that there are
circumstances that are more likely to favor the successful use of the family limited partnership than
others.
The rulings tie together several related themes. One is that the transfer to the family limited partnership
was part of a single transaction with the testamentary bequests to the donor’s children. The other was that
there was no actual change in beneficial ownership before and after the transfer to the family limited
partnership.
Both points are suspect. A gift prior to death has long been regarded as something different from a
bequest, and there is certainly a difference between a completed gift and the expectation of getting a gift
at someone’s death. But either way, the argument falls apart when the transaction takes place while
someone is young and healthy.
First of all, since a will has no legal effect during one’s lifetime, it’s difficult to claim that a partnership
transfer and a bequest years later are part of a single transaction. The children could certainly expect to
inherit from their parents, but there are many intervening events that could occur (divorce or death of
one followed by remarriage, creditor problems, or just plain changes to the will) that could defeat that
expectation. A living trust could be amended.

However, the fact that these transfers occurred while death was imminent, and, in many cases, when the
donor was not capable of amending a will or trust, highlights exactly the situation the IRS appears to
consider abusive. Where there’s a younger healthier parent there’s a much stronger argument that the
children have nothing in the will or living trust except hopes and expectations.
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There’s another reason why it’s good to start relatively young. Of all four rulings, none involved gift
taxes. Perhaps we will see some of these down the road, but they’re not likely to be quite as aggressive
as these rulings, for several reasons:

■ The IRS is less likely to audit a gift tax return than an estate tax return, particularly where no
taxes will actually be due.
■ The argument for a minority discount is much more compelling in the gift context because the
recipient never was the owner of a controlling interest.

Let Parents Make Their Own Transfers
It’s interesting that the IRS seemed to linger on the fact that some of these assets were in trust before
transfer to the family limited partnership.
On the one hand, this fact shouldn’t be relevant. After all, living trusts have long been used as
testamentary substitutes, and the fact that they can be revoked or amended militates against any
conclusion that the beneficiaries have a vested interest.

On the other hand, there’s the question about the trustee’s fiduciary obligation. While an individual is
free to make whatever gifts he or she wants (that is, without a profit motive), a trustee is required to
invest prudently and produce a return on investments. If a trustee enters into a transaction that
immediately diminishes the value of the trust, with no reasonable prospect of recovering that diminution
in value, it is unlikely the trust has been operated in accordance with trust principles.
The issues are not exactly the same when the transfer is under a power of attorney, but there still is a
fiduciary obligation.
All things considered, at least until the dust clears, it’s a good idea to exercise caution before a non
grantor transfers assets in a living trust to a family limited partnership whose limited partners are the
same individuals as the trust’s beneficiaries. If possible, the assets should be transferred to the grantor
and then retransferred to the partnership. If the grantor is still acting as trustee of a living trust, it should
be all right to make a direct transfer.
It is better if an individual acts on his or her own rather than by someone under a power of attorney. A
donor’s acting by an attorney-in-fact is not fatal, as Estate of Frank v. Commissioner, 69 T.C.M. 2255
(1995), discussed in more detail below, shows. However, if the opportunity is there for an individual to
act directly, that opportunity should be taken advantage of.

If the parent can make the transfers himself or herself, then that will almost certainly make the transaction
more defensible. This is related to the question of making the transfer when the parent is young, but it’s
not identical. Even a 90-year old may be capable of managing his or her own investments, and
implementing his or her own decisions, and if that’s the case then the parent should do so.
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Businesses Are Better Than Marketable Securities and Real Estate
All of the rulings involved marketable securities and real estate, and all of them stressed the absence of a
business motive.
There are several reasons why businesses are preferable.

First, the latest round of rulings stress economic reality, that is, having an economic motive other than
reducing taxes. When there’s an actual business involved, one that would be benefited by continuity of
ownership and management, there’s a much stronger argument that a short-term loss would be more than
offset by a long-term benefit.
Second, there is always more flexibility in valuing closely-held businesses. Although business owners
complain about the IRS overvaluing their businesses, there is still more flexibility in arguing for a lower
value of a business than marketable securities.

Show Business Purposes, Don’t Just Recite Them
A recitation that a family limited partnership is set up for business reasons will have little or no impact
on the IRS. There has to be something provable.

A digression here is in order: As we’ll see in chapter five and later, family partnerships are often used to
protect against creditor claims. Among the more aggressive tactics is to have the limited partnership
interests owned by an offshore trust in a country with strong protections against creditor claims. Some
experts have advised against doing this on the theory it proves the intent to defeat creditors’ claims.
But look at the flip side. Suppose your client was more concerned about the tax issues than the creditor
issues. Then, by setting up offshore trusts as limited partners the client is demonstrating an asset
protection motive—which is a good motive when arguing for the desired tax treatment.

Whether your client takes this additional step, there still should be tangible examples of business
purpose. Although it is not accurate to say that there must be provable business purposes, having one will
minimize the likelihood or success of an IRS challenge. Even if the partnership consists solely of
marketable securities, your clients should still be able to show the economic reasoning behind managing
the portfolio as a single entity.

DO THE TAMs MAKE FAMILY PARTNERSHIPS OBSOLETE?
Despite the attention these TAMs have attracted, reports of the demise of the family partnership are
premature. There are several reasons for this.

First of all, there are valid answers to the positions outlined in the TAMs. Most questionable of all is the
IRS reliance on Estate of Murphy. The TAMs put a great deal of emphasis on this case. According to the
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TAMs, this case seems to stand for the proposition that where the partners of the partnership are the
same as the beneficiaries of the estate, the partnership and the estate may be collapsed into a single
testamentary transaction. However, the significance of this case is open to genuine question.

Estate of Frank
Notably, the TAMs are silent on a more recent case that seems to hold contrary to Murphy, the case of
Estate of Frank v. Commissioner, 69 T.C.M. 2255 (1995). Estate of Frank was a consolidated case,
involving the estates of a husband and wife who died 15 days apart. Prior to the time of the transfers in
issue, the father owned a controlling majority of the stock in a family corporation, which he had
transferred to a revocable living trust. His son had a power of attorney that included both the ability to
withdraw assets from the trust and the ability to make gifts. The son withdrew from the trust a portion of
his father’s shares, and then gifted them to himself and other family members. The withdrawal and gift
changed the father’s stockholdings from a controlling majority to a minority.

The transfers that made the father a minority shareholder occurred two days before his death. However,
the Tax Court still found that his estate was eligible for a minority discount. This case seemed to have all
the most extreme elements of the TAMs, such as the deathbed transfer implemented on behalf of the
decedent rather than by the decedent himself. And yet, the Tax Court went through none of the
contortions of the IRS in the TAMs.

Technically speaking, Estate of Frank is distinguishable from the TAMs. In the TAMs the deathbed
activity included both the creation of the partnerships as well as the transfers of partnerships interests.
Estate of Frank involved only the deathbed transfer of interests in an entity that had already been set up
some time earlier. However, although factually distinguishable, it is not clear whether there is any legal
significance to this distinction. In the final analysis it may be more accurate to say simply that the TAMs
are at odds with Estate of Frank, and that Estate of Frank is controlling authority on the subject.
Another point is that the TAMs are, after all, just TAMs. If there ever was a situation to argue the IRS
has taken an indefensible position, this is it.
Some commentators argue that the TAMs describe outrageous situations where the taxpayers were
unusually flamboyant and greedy. This may be so, but the Estate of Frank taxpayers were pretty
outrageous themselves, and yet prevailed. Although the TAMs certainly need to be kept in mind by
practitioners, if a client is in need of a deathbed family partnership, go ahead and do it despite the
TAMs. There is time to argue the law later.

Finally, the TAMs apply only to estate taxes. It does not necessarily follow that every ruling applicable
to estate taxes applies equally to gift taxes.
In the TAMs, massive one-shot lifetime transactions were entered into to reduce the decedent’s interest
so the decedent would not have a controlling interest at death.
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It would be very rare in the typical family partnership for the donor to lose control all at once. More
likely, the donor would lose control (if at all during the donor’s lifetime) only after many years of
incremental gift-giving. It’s the gift-giving that constitutes the bulk of family partnership estate planning,
and this is not affected at all by the TAMs.
In Chapter 1, we identified different major patterns in family limited partnership planning. With the first
pattern, the “classic” pattern, the goal of the partnership was to transfer only limited partnership interests
during the lifetime of the donor. This is still how the family limited partnership is primarily used, and in
such context the TAMs are irrelevant.

The donor in the first pattern certainly may decide, late in life, to start to give away ownership shares
representing control of the partnership. However, even that will probably be in incremental gifts over
time, and not the single transaction described by the TAMs.

Estate of White
Also consider Estate of White v. Commissioner (U.S. Tax Court Docket No. 14412-97). The facts in
Estate of White are similar to those in several of the 1997 TAMs. All of Mrs. White’s assets were
transferred in 1995 to a grantor trust by her son acting pursuant to a power of attorney. In 1992, the
trustee of the grantor trust contributed substantially all of the assets of the trust to an FLP in exchange for
a 33.792991% interest as a Class B limited partner. At the time the FLP was created, Mrs. White
couldn’t manage her own affairs. The assets of the partnership consisted of real estate, mineral interests,
stocks, bonds and cash, but approximately 80% of the partnership properties were marketable securities
and cash.
Mrs. White died in July 1993. Her estate claimed discounts for both a minority interest and for
marketability in valuing the FLP interest on her federal estate tax return. The IRS asserted a deficiency
based upon the disallowance of the minority discount, relying upon its positions in the 1997 TAMs.

The Estate filed a motion for partial summary judgment requesting the Court determine whether the term
“property,” as used in §2033, Reg. §20.2031-1(b), and §2703, refers to the limited partnership interest
owned by the decedent at the time of her death or, as the IRS contended, should be deemed to consist of
the assets originally transferred by Mrs. White’s grantor trust to the limited partnership. In its
memorandum filed with the Tax Court for partial summary judgment, the Estate argued that the
“property” to be valued is the partnership interest which was owned by the decedent (through the grantor
trust) and transferred by her at the time of her death. The Estate offered these arguments:

a.

The decedent did not own the assets of the partnership and did not transfer the assets of the
partnership as a result of her death.

b.

The interest included in the decedent’s gross estate under §2033 and valued under Reg. §20.20311(b) was an interest in the partnership which was validly created and was recognized as a separate
entity under both Texas law and federal tax law.
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c.

Section 2703 does not, and was never intended to, operate to fully disregard an entire legal entity
that has been validly created under state law.

d.

The IRS attempt to utilize §2703 to disregard the partnership entity ignores the basic principles of
estate taxation, misinterprets the clear wording of §§2033, 2703 and 7701(a)(2), disregards the
legislative intent of §2703 and §2704, and inappropriately expends the scope of Reg. §25.2703-1.

The IRS did not file a memorandum in opposition to the Estate’s motion for partial summary judgment,
but filed a response with the Tax Court conceding that the property to be valued by the Court is the
partnership interest and not the underlying assets of the partnership.
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CHAPTER 4
ADDRESSING SPECIAL TAX ISSUES
INTRODUCTION
Planning for family limited partnerships and related entities does not mean following one course of
action, as CPA’s might with a credit shelter trust or irrevocable life insurance trust. FLP planning means
considering many varied rules to develop a unique course of action for a particular client.
In addition to the major issues, there are some other interesting issues. However, just because these are
in the “miscellaneous” category doesn’t mean they’re unimportant, only that there isn’t enough law or
rules to warrant a separate chapter for each.

THE SWING VOTE
Family limited partnership planning relies heavily on the concept of discounts for lack of marketability
and lack of control. A client can give away a series of minority interests which cumulatively transfer the
entire entity, but each of which is entitled to a minority discount.

Two questions arise:
1. What if a minority interest gifted is a “swing vote?” That is, what if the minority interest by itself
has little power, but could be a tiebreaker if other interests are opposed to each other?

2. What about the transfer of a minority interest that transfers control? If a person who has
previously been given a 45% interest is now given another 10%, is that a transfer of a “swing
vote”?
These issues seemed to have developed a life of their own over the years. TAM 8907002 did not
squarely address these questions, but raised some relevant issues.

TAM 8907002
The TAM involved a donor who originally owned all of a corporation’s outstanding preferred and voting
common stock, and 14.55% of the corporation’s outstanding nonvoting common stock. The remaining
nonvoting common stock was owned by the donor’s spouse, children, and grandchildren.
The donor gifted one share of voting common to each of his children, then redeemed his remaining
common shares. The TAM stated that the voting shares redeemed had a control premium, that he did not
receive adequate consideration for the value of the shares, and that accordingly he made a taxable gift to
the other shareholders.
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The TAM looked at several collateral issues. One was the question of whether these indirect gifts to the
remaining shareholders would be eligible for a minority discount, since none had control of the
corporation.
In denying the discount, the TAM stated that whether there was a direct gift of stock or simply an
increase in the value of the remaining shareholders’ shares,

...we do not agree with the contention of the taxpayer’s representatives that the value of the gifts
should have been discounted as minority interests.
The gift tax is imposed upon the donor’s relinquishment of property rather than the donee’s
enrichment or receipt of property. Section 2501 of the Code. Consequently, the property that is the
subject of a gift is valued in the hands of the donor. Section 25.25ll-2(a) of the regulations.

After citing several cases, the TAM emphasizes:
Rev. Rul. 81-253 assumes (without deciding) that the value for gift tax purposes of a control block of
stock that is the subject of a single gift in equal shares to several donees is the fair market value of
the stock in the hands of the donees. The ruling holds that if the donees are members of the same
family and no one shareholder has a controlling interest, the value of the shares in the hands of the
donees is determined as if the shares were held by a single shareholder. In light of [cases cited], it is
apparent that the assumption on which the analysis in Rev. Rul. 81-253 rests is incorrect. As those
cases hold, the focal point for resolving the question of gift tax value is the fair market value of the
stock in the hands of the donor—not the donee.

The TAM did not address the swing vote issue directly, but it laid the foundation for later discussion by
holding, first, that property is valued in the hands of the donor, and second, that shares transferred to
several transferees, each with a resulting minority interest, the shares can’t be aggregated for purposes of
determining control. The first part of this TAM is greatly called into question by Rev. Rul. 93-12, 19931 C.B. 202, but the second part has been reinforced by that ruling.

Estate of Winkler
The swing vote issue was fully addressed in Estate of Winkler v. Commissioner, 57 T.C.M. 373 (T.C.
Memo. 1989-231).

In that case, a corporation had been owned for about 40 years equally by two families. Although there
were several family member stockholders on each side, the division in voting shares between the two
families was exactly 50-50. Clara Winkler’s shares, held in a living trust, represented 10% of the total
stock in the company, so that at her death the percentage ownership was 40% Winkler’s family, 10%
Winkler’s trust, and 50% the other family.
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In determining that the value of the 10% in Winkler’s trust should be given a swing vote premium, the
court said, “The willing buyer could be an unrelated third party who rather than demanding a minority
discount would be willing to pay a premium for a 10% block of voting stock that could be pivotal as
between the two families.” The court held that the premium offset any minority (e.g., lack of control)
discount that might otherwise be available, although it did permit a lack of marketability discount.

This case is remarkable in many respects, one of which is the assumption that each family would vote as
a block. The taxpayer argued that, even if a swing vote premium might otherwise apply, it should apply
only where there is a single shareholder the swing vote owner would need to ally with to gain control,
not several. This argument was rejected by the court, which concluded that “a 10% block of voting stock
has ‘swing vote characteristics’ and that a minority discount would be inappropriate...” However, the
court did not attribute swing vote characteristics to non-voting stock.

TAM 9436005
Although the Estate of Winkler facts are unusual in a family partnership setting, the message was made
more applicable to family partnerships in TAM 9436005. That case involved a corporation, but the
reasoning is applicable to a family partnership where lifetime transfers are made.

There the donor started out owning 100% of the stock of a corporation, before giving 95% of such
shares to family members. The TAM summarized the ownership of the stock before and after the
transfer as follows:

Before

After

Donor

Child 1

Child 2

Child 3

Spouse

100%

0

0

0

0

5%

30%

30%

30%

5%

When valuing the gifts, the donor reduced their value by 25% to represent a discount for “minority
interest and marketability. ”

The IRS denied the discount, on the theory that the minority shareholders each had a swing vote. That is,
any of the children could ally with any of the other children in order to have majority control.
The TAM summarized existing law as follows:

In Rev. Rul. 93-12, 1993-1 C.B. 202, a donor transferred 20 percent of the outstanding shares of
a closely-held corporation to each of his five children. The ruling concludes that, if a donor
transfers shares in a corporation to each of the donor’s children, the factor of corporate control in
the family is not considered in valuing each transferred interest for purposes of sec. 2512. Thus,
in valuing the shares, a minority discount will not be disallowed solely because a transferred
interest, when aggregated with interests held by other family members, would be a part of a
controlling interest.
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In Estate of Winkler v. Commissioner, TCM 1989-231, the decedent, Clara Winkler, owned 10%
of the voting stock of a closely-held corporation. Of the balance of the voting stock, 40% was
owned by other members of the Winkler family and 50% was owned by members of the
Simmons family. The court recognized that the decedent’s block constituted a minority interest in
the corporation. However, the court found that, in view of the fact that neither family possessed a
controlling interest in the corporation, the decedent’s minority block had special characteristics
that enhanced its value. The court described these “swing vote” characteristics as follows:
This 10 percent voting stock could become pivotal in this closely held corporation where
members of one family held 50 percent and members of another family held 40 percent. By
joining with the Simmons family a minority shareholder could effect control over the
corporation and by joining the Winkler family, such a minority shareholder could block
action.... Looking at this even split between the two families, the 10 percent block of voting
stock, in the hands of a third party unrelated to either family could indeed become critical.
While it is difficult to put a value on this factor, we think it increases the value of the Class A
voting stock by at least the 10 percent that [respondent’s appraiser] found.

The court went on to find that, under the facts presented, the increased value attributable to the swing
vote characteristics of the stock offset any minority discount otherwise available. See also, Glenn
Desmond and Richard Kelley, Business Valuation Handbook, sec. 11.01 (1991) (“Likewise, if a
minority block would enable another minority holder to achieve a majority with control or if the
minority were needed to reach the percentage ownership needed to merge or file consolidated
statements, the stock would have added value.”); Shannon P. Pratt, Valuing Small Businesses and
Professional Practices, 527 (2d ed. 1994) (“[I]f two stockholders own 49 percent [of the stock] and a
third owns 2 percent, the 49 percent stockholders may be on a par with each other.... The 2 percent
stockholder may be able to command a considerable premium over the pro-rata value for that
particular block because of the swing vote power.”); Estate of Bright v. United States, 658 F.2d 999,
1007 and 1009 n. 9 (5th Cir.1981), where the court discussed swing vote analysis in detail.

As is evident, each gift, viewed separately, possesses the same swing vote characteristics described
by the court in Estate of Winkler. That is, as a result of the simultaneous transfer, three individuals
each owned a 30 percent block of stock. The owner of any one of the transferred blocks could join
with the owner of any of the other transferred blocks and control the corporation. Thus, any one of
these 30 percent blocks, whether owned by an individual related or unrelated to the family, could be
critical in controlling the corporation. As the court concluded in Estate of Winkler, this swing vote
attribute of each of the transferred blocks enhances the value of each block and is properly taken into
account in determining the fair market value of each block transferred.
As discussed above, all relevant factors are to be considered when valuing closely held stock. As the
court concluded in Estate of Winkler, swing block potential is one such factor. In this case, each 30%
block of stock has swing vote characteristics. The extent to which the swing vote potential enhances
the value of each block transferred is a factual determination. However, all relevant factors including
the minority nature of each block, any marketability concerns, and swing vote potential, should be
taken into account in valuing each block.
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It’s not clear where the principles enunciated in TAM 9436005 stand today as applied to family
partnerships and L.L.C.s. However, there are different approaches a practitioner might take.

Arguing Against the Principle
There’s no clear sense that the principle enunciated in TAM 9436005 is in fact a correct statement of the
law. It could be read as being in direct contradiction to Rev. Rul. 93-12, 1993-2 C.B. 202, the ruling
where the IRS acquiesced in allowing a minority discount for a family-controlled entity. That ruling
stated that “a minority discount will not be disallowed solely because a transferred interest, when
aggregated with interests held by family members, would be a part of a controlling interest.” It’s hard to
reconcile the revenue ruling with the TAM, and since only the revenue ruling may be cited as precedent,
one could argue that the revenue ruling effectively supersedes the TAM.

Compare: Rev. Rul. 93-12 involved a parent who transferred 100% of the stock in a corporation in
equal shares to five children. TAM 9436005 involved a parent who transferred 90% of the stock in a
corporation in equal shares to three children. Where is the distinction between these cases? In both cases,
the parent had little or nothing left after the transfer, and in both cases all owners had minority interests.
If there is any distinction at all, it is that each child in the letter ruling only needed one ally to create a
majority, where in the revenue ruling a child would need two. However, the swing vote concept as a
basic principle doesn’t make this distinction (Estate of Winkler doesn’t make this distinction, either), and
it is not clear why this distinction was so important in the letter ruling. It is more logical simply to
conclude that the letter ruling was a maverick at odds with established rules, although further clarification
may be forthcoming.
One consideration missing from TAM 9436005 is that, in a hypothetical open market with willing buyers
and seller, there isn’t always a premium for a swing vote. A swing vote only has value to a buyer who is
looking to purchase the swing vote, and this would happen only in certain limited situations, e.g., the
majority shares are opposed to each other, and one of the sides is agreeable to the swing vote holder.

Here is an example: Two parents each own one-third of an entity, and their daughter owns the remaining
one-third. Technically, daughter has a swing vote because she can ally with one parent against the other.
But how likely is that? A better question is, how much does the daughter’s swing vote affect what a
hypothetical buyer would pay for this minority interest? The logical answer is, not at all.

Taken literally, the swing vote premium could effectively deny a minority discount in every situation
where there is no majority owner. Although TAM 9436005 did not take the principle that far, its logic
has no such limitations. Accordingly one might argue that this ruling is simply wrong, that there is no
swing vote premium absent special facts that would indicate a swing vote premium.
What special facts would give rise to a swing vote premium? Suppose an entity were owned 45 % by A,
and 45% by B. If a member of A’s family were to receive that remaining 10% (regardless of how much
that family member had prior to the transfer), then that swing vote does seem to involve an element of
control. Whether an outsider with no allegiance to either family would pay the same premium is not as
clear.
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In TAM 9436005, there were no special facts to support whether there was any value to the swing vote.
Accordingly, one might argue simply that it was an unwarranted extension of an inapplicable principle.

Working Around the Principle
The swing vote premium issue can be avoided with proper planning. If the donor retains a majority of
the interests in the entity, or even a majority of the general partnership (i.e., controlling) interests, then
no donee has a swing vote.
The problem is that if the donor retains a controlling interest, then it’s harder to get a discount for the
donor’s estate when she dies. After all, the best case scenario is that all the interests, both the lifetime
gifts and the interests left in the estate, are eligible for the discount.

It may be more advantageous to create a minority interest in the donor’s estate, if this is possible, than to
worry about the swing vote issue. If CPAs must deal with the swing vote issue, however, plan in
advance who will get that swing vote. Consider this scenario:
Year one—Donor gives 20% of entity to child.
Year two—Donor gives 20% of entity to child.

Year three—Donor gives (or bequeaths) 20% of entity to spouse.
There’s no swing vote issue in the first two years because the donor has retained control. There’s a
possible swing vote issue in the third year, but the gift is to a spouse and is eligible for the marital
deduction.

The IRS may argue that the transfer to the spouse in fact created a taxable benefit for the child, who now
has a swing vote. However, this is a remote possibility, and is certainly less likely than the donor being
able to get a discount with 60% of the entity in his or her estate.

Serial Gifts
A related issue raised by TAM 9436005 is the situation where there are serial gifts of minority interests
made over the years. If the gifts continue, at a certain point the donee may become a majority owner, or
at least the owner of a swing vote. Is there any significance to the transfer of that minority interest,
however small, that makes the recipient a majority or swing vote owner?
The argument against is that it’s established by Rev. Rul. 93-12, 1993-2 C.B. 202 that a valuation
discount would be available in a family-controlled entity, and it would logically follow that the interest
owned by the donee would not be relevant for determining the value of the transferred interest. What
makes it different when there’s a transfer of the piece that makes the donee a majority owner is not the
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donee’s ownership but rather the donor’s ownership. That is, before the transfer the donor had a majority
of the interests, and after the transfer the donor does not have a majority of the interests.
If there is a swing vote premium, then it is logical to apply it to the transfer of the interest that makes the
donor a minority owner and the donee a majority owner. However, TAM 9436005 takes this a step
further. Not only would the premium apply to the transferred interest that passes control, but also to
interests transferred in previous years.

This problem could arise in two situations:
Situation #1: Donor gives child 15% of the entity each year. In the fourth year the child has control.
The IRS argument is that the premium should be applied to the gifts made in years one through three,
as the value of those shares is now enhanced.
Situation #2: Donor gives one child 30% of the entity. In a different year, donor gives a different
child 30%. Both of the children now have a swing vote, but can a gift to the second child cause a
revaluation of the gift made in an earlier year to the first child?
Under the broadest reading of TAM 9436005, this could occur. As stated in the TAM:

The donor argues that attributing a swing vote value to each transferred block in this case produces an
arbitrary result. That is, if the donor had not made a simultaneous transfer, but rather had transferred
each 30 percent block at different times, the valuation of each block would be different. For example, the
first 30 percent block transferred might have no swing vote attributes, since after the initial transfer, the
donor would continue to possess control of the corporation through his ownership of the retained 70
percent block.
However, the objection raised by the donor is inapposite. First, donor’s assumption that the value of
none of the three seriatim gifts would reflect swing vote attributes is incorrect. We agree that the
value of the first 30 percent transfer would not reflect any swing vote value. However, the second
transfer of 30 percent of the stock would possess swing vote value. Further, as a result of this second
transfer, the value of the 30 percent interest held by the first transferee would increase, because that
block would acquire enhanced voting control in the form of swing vote value as a result of the second
transfer. After that transfer, the value of each of the three blocks would have been equalized, because
no one stockholder would possess control of the corporation. This enhancement of value with respect
to the first transferee’s block at the time of the second transfer would constitute an indirect gift to that
transferee at the time of the second transfer. Finally, the third 30 percent block would also have
swing vote value both before and after the third transfer. Thus, we believe that, even if the three
transfers were made at different times, the total value of the gifts would ultimately be the same as if
the three transfers were made simultaneously.
Accordingly, the practitioner should remember this when advising clients on transfers. However,
keeping this in mind does not mean recommending against them. Rather it means structuring the
transaction to minimize possible exposure under the swing vote issue. This would include, for instance,
making small serial transfers rather than making larger transfers.

47

A CPA’s Advanced Guide to the Family Limited Partnership and Beyond

Finally, it is not clear the effect that the Taxpayer Relief Act of 1997 will have on TAM 9436005. The
Act provided a three-year statute of limitations for gift tax returns where all relevant information is
presented. Since TAM 9436005 has the effect of reopening a prior gift tax return, it may be superseded
by the 1997 Act. We must wait to see how this develops.

ANNUAL EXCLUSION
The family limited partnership raises two annual exclusion issues, i.e., whether a transfer qualifies as a
gift of a present interest. The first annual exclusion issue arises when property is transferred to the
partnership, if there are partners who are not making proportionate transfers. The second arises when
periodic gifts of partnership interests are made each year.

The first issue typically occurs at the inception of the family limited partnership. Parents set up the
limited partnership by signing a limited partnership agreement. The original agreement provides that the
children each have one percent limited partnership interests. The parents transfer property to the
partnership, effectively giving value to the otherwise empty partnership interests. Is this a gift of a future
interest to the children?
The answer may well be yes. Accordingly, it may be preferable not to include the children prior to the
transfer of property. If their interests are included they should be small enough so that it’s either a
nominal gift tax problem or they can afford to pay for their interests.

Of greater importance (because a far greater amount is involved) is the question of whether annual gifts
of partnership interests are themselves gifts of present interests.
For years it was assumed that these were gifts of present interests. Whatever limitations there may be on
the limited partnership interests, the donees still had all the rights there were in those interests, and there
was no intervening interest that would delay their ownership.

Until the decision in TAM 9751003, the general rule was that so long as gifts of limited partnership
interests were outright, they qualified for the annual exclusion. In Byrum, a decedent transferred stock in
a closely held corporation to an irrevocable trust, but retained the right to vote the transferred stock and
to veto any sale or disposition of the stock by the trustee. The Supreme Court held that the decedent had
a fiduciary duty to promote the interests of the corporation and could not exercise his voting rights for
personal gain at the expense of the minority shareholders.

After Byrum, §2036 was amended to provide that the retention of voting rights in a controlled
corporation will cause the transformed stock to be included in the transferor’s gross estate.
In Ltr. Rul. 9415007, a transferor made gifts of limited partnership interests. The IRS determined that
the management powers retained by the transferor as general partner, including control over
distributions, must be exercised by the transferor in a fiduciary capacity and did not transform the gifts
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into gifts of future interests. Consequently, the gifts qualified as present interest gifts eligible for the
annual exclusion.

TAM 9751003
However, in TAM 9751003, the IRS added some doubt to what appeared to be settled. For the first time
it said that transfers of limited partnership interests in a family-controlled entity did not qualify for the
annual exclusion.
The TAM involved the donor transferring limited partnership interests to trusts for minors, and then
claiming an annual exclusion on the transfers. The ruling emphasized the extent of the power retained by
the donor/general partner.
Among the provisions in a limited partnership agreement was the following: “Without limiting the
generality of the foregoing, the General Partner shall have complete discretion to retain funds within the
partnership for future partnership expenditures or for any other reason whatsoever. ” Additionally, there
were other restrictions on the entitlements of limited partners.
In addressing the question of whether the donor had transferred present interests, the TAM stated, “It is
not enough that the donee has vested rights; he must also have the present right to use, possess or enjoy
the property. In other words, the donee must have the right to a substantial present economic benefit... a
right to income is a present interest only if, at the time of the gift, there is a requirement for a steady and
ascertainable flow of income to the donee. ”

The TAM noted that “Because the income component of the limited partnership interests did not entitle
the donees to the immediate use, possession or enjoyment of the income, the income component was not
a present interest for purposes of sec. 2503(b).
“The limited partnership interests also were subject to restrictions, contained in the limited partnership
agreement, that prohibited certain actions that might otherwise be taken by limited partners. For
example, under the agreement, the donees could not transfer or assign the gifted interests; nor could they
withdraw from the partnership or receive a return of capital contributions until the year 2022. Section 7.4
of the agreement provides that a Limited Partner may assign its partnership interest only in accordance
with section 10.2. It is clear from section 10.2 that only the Donor could assign limited partnership
interests. This being the case, section 10.3 must be read to apply only to assignees of the Donor.”

Although it is possible and even likely that this interpretation will not withstand a court test, it must be
borne in mind when advising a client. At the very least, this position should be disclosed to the client so
she can consider it in her planning. Additionally, the client may consider omitting language that gives the
general partner unfettered right to withhold distributions.
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REALIZATION OF GAIN ON TRANSFER TO THE PARTNERSHIP
Ordinarily, there will be no gain when property is transferred to a partnership. However, there may be a
gain realized when the partnership is classified as an “investment company.” The general rule is in
Section 721(a), and the exception in Section 721(b). A partnership is an investment company for
purposes of this section if more than 80% of its value is in marketable securities and similar investments.

Section 721(b) must always be accounted for in the creation of a family partnership. However it is fairly
easy to avoid the gain by following the applicable rules.

The gain will apply only upon the transfer of marketable securities if the transfer has the effect of
diversifying the contributor’s investments. This creates a problem only if there is more than one
contributor of marketable securities, and the securities contributed by each are different.
If, for instance, a husband and wife owned a stock portfolio as tenants in common, and then transferred
that portfolio to a partnership in exchange for partnership interests, Section 721(b) would not be a
problem. This is because each one’s percentage interests in the various marketable securities will not
have changed as a result of the transfer.

Investment company rules are discussed in detail in Chapter 7.

REALIZATION OF INCOME ON EXCHANGING LIMITED
FOR GENERAL INTERESTS
Family limited partnerships usually involve the issuance of general and limited partnership interests,
followed by the transfer of some or all of those interests. Rarely do they involve converting limited
partnership interests to general partnership interests, or vice versa. Before such a conversion occurs,
however, the practitioner must be aware of the tax consequences of such a conversion.

If such a conversion reduces the amount of the partnership’s liabilities for which a partner is personally
liable, it could be a taxable event.
For instance, suppose donor parents each own 20 general partnership units, and their children own in the
aggregate five general partnership units and 75 limited partnership units. To eliminate the control
element before their deaths, the donor parents wish to convert their general partnership units to limited
partnership units. Since this reduces their personal liability, it is a taxable event.
To avoid this result, the parents could simply give their general partnership interests to their children.
This would, of course, trigger gift tax consequences.

There are many factors to consider when determining whether this is the best course of action, such as:
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• Could the gift be made within the annual exclusion?

• If the gift cannot be made within the annual exclusion, is there a unified credit available that
would at least defer the tax?
• How much income would in fact be realized on the conversion? The amount of income would be
their pro rata share of partnership full recourse liabilities. If this amount is relatively small, or if
there are no partnership liabilities, it may make sense for the donor parents to convert rather than
gift their general partnership interests. Although this still could be treated as a gift, it would at
worst be a much smaller gift than if the general partnership interests were gifted outright.
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CHAPTER 5

ASSET PROTECTION AND OFFSHORE TRUSTS
INTRODUCTION
Asset protection concerns an individual being able to shelter his or her personal assets from personal
liability. Although asset protection can be an issue for just about anyone, certain clients will have special
liabilities that require asset protection.

Professionals, for instance, are generally concerned about potentially unlimited liability for professional
malpractice. This is true for physicians, and especially true for high-exposure specialties such as OBG
and other surgical subspecialties. Other business owners also may fear liability for various torts. For
instance, a person in an environmentally-sensitive business may fear environmental liabilities.

There are many other liabilities a business owner might face. Generally, while non-professionals can use
a corporation to shield them from personal liability for their own negligence, there still may be
individuals who fear personal exposure—such as a writer who fears defamation claims. Some clients may
fear personal liability for contracts signed. Even though a corporation will shield someone from personal
liability for corporate obligations, the individual will frequently personally guarantee an obligation,
particularly a loan, in which case the corporate shield provides no personal protection. Other clients will
have marital concerns, and want to protect assets from the claims of a spouse.

The client’s goal is to transfer assets to the partnership, maintain control over that partnership, and
protect partnership assets from his or her creditors. The partnership contains a substantial amount of
creditor protection in a concept known as the “charging order. ”
Family partnership planning is closely tied to family trust planning. Sometimes partnerships and trusts
will be used to accomplish similar goals, and there is a choice of entity issue involved. Other times
partnerships and trusts will be used together, such as when a trust is the owner of a partnership interest.
For that reason, a course on family partnerships necessarily includes extensive discussion of certain trust
issues. In this and the following chapter, we’ll look at asset protection, that is, protecting assets against
the claims of creditors. We’ll start by talking about the asset protection elements inherent in partnerships,
and then move to discussion of asset protection trusts that can be used in conjunction with partnerships or
simply by themselves.

THE CHARGING ORDER
When a creditor obtains a judgment against a partner, the judgment creditor cannot foreclose on all the
partner’s rights in the partnership. Instead, the most that the judgment creditor can get is all the rights of

53

A CPA’s Advanced Guide to the Family Limited Partnership and Beyond
an assignee. These rights are referred to as the charging order. Getting the rights of an assignee means
that the creditor may receive only the partner’s share of actual distributions from the partnership. The
partner has no rights over the partnership, either in terms of control, rights to principal, or even rights to
determine when and how much income is to be distributed.

The basic charging order principle will apply to most, although not all, general partnerships, limited
partnerships, and limited liability companies. Since these entities are all governed by state law, it’s the
state law that determines whether the charging order concept applies, and, if so, whether there are any
special rules or limitations. Generally however, it will be found in its basic form in a state that has
adopted a Uniform Partnership Act, Uniform Limited Partnership Act, or Revised Uniform Limited
Partnership Act.
There is no uniform L.L.C. act (although the development of one is in progress), but many states’
L.L.C. laws have charging order provisions, including Arizona, Delaware, Georgia, Idaho, Iowa,
Louisiana, Maryland, Michigan, Minnesota, Nevada, and Virginia.
In the states that have adopted the charging order provisions of the uniform laws, or states with
analogous provisions in their L.L.C. laws, one might say, then, that the creditor has nothing, since the
partnership (now controlled by the debtor’s family members) can simply refuse to make distributions.
One could go further and say the creditor has less than nothing, that the creditor actually has a liability
rather than an asset. That’s because the creditor will be responsible for paying income taxes on its share
of undistributed partnership income.

As an assignee, the creditor receives a Form K-l from the partnership, allocating the debtor’s share of
partnership items to the creditor. This is discussed in GCM 36960 (1976) and Rev. Rul. 77-137.
A creditor with a charging order cannot require the payment of distributions. It is also true that the
creditor will still have to pay taxes on undistributed income. Thus, many commentators have concluded
that the family partnership is a complete asset protection device, and that other asset protection moves are
unnecessary. There are several reasons why this is wrong.

Analysis
First, the conclusion is based on the assumption that withholding income from creditors, and sticking
them with taxes, is a perfectly satisfactory result to the debtor. But it isn’t. The debtor may still want
access to partnership income, and even principal, and the only way to defeat the creditor is for the debtor
to tie up the benefit of the partnership.

Ultimately there will be two kinds of creditors, those with or without staying power. Those who can’t
wait until the partnership is liquidated, and who don’t want to pay current taxes, are the creditors who’ll
be deterred by the charging order. More solvent creditors will be able to wait. With those creditors the
benefit may not be paid to them right away, but any benefit to the debtor will still be lost.
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Second, the conclusion doesn’t take into account inherent imperfections in the law related to claims
against partners and L.L.C. members. This is especially true where there are claims against L.L.C.
members. There is very little case law that establishes the absoluteness of the charging order protection.
What’s more, the patchwork of statutes makes it possible that one state will have a hard time enforcing
the L.L.C. laws of another state, and this could result in a debtor losing the charging order protection.
Some advisors have recommended against using the L.L.C. for asset protection until there is a uniform
law. The theory is that this will make it more likely that a debtor would not have to worry about an outof-state judgment from a state that doesn’t recognize charging order protection in an L.L.C. It may be
overly cautious not to use an L.L.C. for this reason, but it does underscore the need not to rely on
charging order provisions alone if asset protection is part of the client’s motivation in using a family
partnership or L.L.C.

OFFSHORE TRUSTS
One should not minimize the asset protection advantages of the charging order. However, it would also
be a mistake to overstate the advantage. For these reasons, many persons consider putting partnership
and L.L.C. interests into offshore trusts for more complete creditor protection.

Basically, an offshore trust is a legal instrument located in a foreign country. Typically, at least one
trustee is not a resident of the U.S. or its territories, and is usually a resident of the foreign jurisdiction.
The trust is set up so it will be interpreted and implemented in accordance with the laws of the foreign
jurisdiction, and any disputes will be resolved in the courts of that jurisdiction.
About 16 foreign countries provide asset protection to foreign trusts. Their provisions vary, but they
often will contain certain common elements:

1. There are some restrictions on enforcing foreign (i.e., U.S.) judgments in the jurisdiction’s
courts.

2. They will have “fraudulent conveyance” laws that tend to favor debtors. “Fraudulent conveyance
laws” refers to laws that permit creditors to undo a transfer if it was done to defeat existing
creditors. These laws may be pro-creditor or pro-debtor, and in the jurisdictions known for asset
protection they are generally pro-debtor.
3. There will be some protection for the “self-settled spendthrift trust.” This is discussed in more
detail in the following chapter, but generally it is a trust set up by a grantor for his or her own
benefit, but which contains provisions protecting it from creditors.

4. There are practical obstacles with a creditor attempting to collect a foreign judgment, such as the
need to hire local attorneys and pay high filing fees. The U.S. attorney representing the creditor
is likely to be unfamiliar with the foreign language, currency, customs, and the like. Some
jurisdictions prohibit contingency fees for lawyers, making it risky, and perhaps uneconomical,
for a creditor to try to collect a foreign judgment.
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Differences Among Jurisdictions
When utilizing an offshore trust, there is a range of considerations that would ordinarily not be applicable
when setting up a domestic trust. Primary among these is the fact that many of these foreign jurisdictions
are unique. None is a perfect place to set up a trust. Although some are better than others, shopping for
the right jurisdiction is largely a matter of making trade-offs and judgment calls among the different
options. When looking at these foreign jurisdictions there are certain factors to consider:

Legal System
Most modem legal systems are either common law or civil law. Generally, common law jurisdictions
are those where law is developed in the courts over the years, and civil law is where laws are codified.
The U.S. system is common law, based on the English legal system.

Civil law jurisdictions have additional twists that may be surprising to U.S. citizens. For instance, some
have forced heirship rules, where the law rather than a will determines who receives property at the
grantor’s death.
Should CPAs favor a common law jurisdiction? There are two arguments. On the one hand, a civil law
jurisdiction will be harder for your lawyer to navigate. On the other, a civil law jurisdiction will be at
least as oblique to the lawyer representing your client’s creditors. If your client is looking for the densest
possible legal jungle, certain civil law jurisdictions will provide this. For instance, the civil law doesn’t
inherently recognize the trust concept, although some nations such as Liechtenstein and the Channel
Islands, have special statutes authorizing trusts.
In most situations, however, the CPA will prefer to set up a trust in a common-law jurisdiction. The
common-law jurisdictions generally thought of as having trust laws that favor asset protection for debtors
are the Bahamas, Belize, Cayman Islands, Cook Islands, Cyprus, Gibraltar, Isle of Man, and the Turks
and Caicos Islands.

Language and Time Zone
These are similar to the issues of legal system. CPAs can make it harder for a creditor to reach a client
by creating a trust in a country where English is not the official language, or which is in a time zone
dramatically out of synch with ours. But you’re also making it more difficult for yourself to get things
done. If you’re setting up a trust in a jurisdiction with a language other than English you’ve got to have a
bilingual trustee and be absolutely certain you can rely on that trustee.
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Rules Related to Self-Settled Spendthrift Trusts
The basic rule in the United States (modified somewhat in some states, as we’ll see in the next chapter),
is that a person can’t set up a trust for her own benefit and hope to protect those assets from her
creditors. This concept, the so-called “self-settled spendthrift trust,” is something of an ideal for
someone interested in asset protection, and has historically been unavailable in the United States.
The best jurisdictions for asset protection trusts enable the grantor to set up a trust where the trust assets
may be used for his benefit. For example, in Belize, sec. 12 of the Trusts Act of 1992 states:
Protective or spendthrift trusts

12.

(1) The terms of a trust may make the interest of a beneficiary—
(a) subject to termination;

(b) subject to a restriction on alienation of or dealing in that interest or any part of
that interest, or
(c) subject to diminution or termination in the event of the beneficiary becoming
insolvent or any of his property becoming liable to seizure or sequestration for
the benefit of his creditors and such a trust shall be known as a protective or a
spendthrift trust.

(2) Where any property is directed to be held on protective or spendthrift trust for the
benefit of a beneficiary, the trustee shall hold that property—
(a) in trust to pay the income to the beneficiary until the interest terminates in
accordance with the terms of the trust or a determining event occurs, and
(b) if a determining event occurs, and while the interest of the beneficiary
continues, in trust to pay the income to such of the following (and if more than
one in such shares) as the trustee in his absolute discretion shall appoint—

(i) the beneficiary and any spouse or child of the beneficiary; or
(ii) (if there is no such spouse or child) the beneficiary and the persons who
would be entitled to the estate of the beneficiary if he had then died intestate
and domiciled in Belize.
(3) In sub-section (2) above, a “determining event” shall mean the occurrence of any
event or any act or omission on the part of the beneficiary (other than the giving of
consent to an advancement of trust property) which would result in the whole or part
of the income of the beneficiary from the trust becoming payable to any person other
than the beneficiary.
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(4) Any rule of law or public policy which prevents a settlor from establishing a
protective or a spendthrift trust of which he is a beneficiary is hereby abolished.
Cook Islands, sec. 13C of the International Trusts Act of 1984, goes even further, and renders irrelevant
a whole host of powers retained by the grantor which would otherwise make the trust subject to the
grantor’s creditors:

13C.

Retention of control and benefits by settlor

An international trust and a registered instrument shall not be declared invalid or a
disposition declared void or be affected in any way by reason of the fact that the settlor,
and if more than one, any of them, either—
(a) Retains, possesses or acquires a power to revoke the trust or instrument;

(b) Retains, possesses or acquires a power of disposition over property of the trust or
the subject of the instrument;
(c) Retains, possesses or acquires a power to amend the trust or instrument;

(d) Retains, possesses or acquires any benefit interest or property from the trust or any
disposition or pursuant to the instrument;
(e) Retains, possesses or acquires the power to remove or appoint a trustee or protector;

(f) Retains, possesses or acquires the power to direct a trustee or protector on any
matter;

(g) Is a beneficiary, trustee or protector of the trust or instrument either solely or
together with others.

Fraudulent Transfer Rules
These are the complex rules that state when a transfer may be set aside by a creditor. Obviously, the
more difficult it is for a creditor to set a transfer aside, the more favorable the jurisdiction is to debtors.
Typically, a fraudulent transfer rule will protect a creditor in existence at the time of the transfer.
However, a pro-debtor rule will include some kind of statute of limitations, so that for a certain number
of years after the transfer the creditor will be barred from making a claim.
The Cayman Islands, for instance, has a six-year statute. The Bahamas and Cook Islands have two-year
statutes which are better for the debtor.
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Another pro-debtor provision to look for is one that puts the burden of proof on the creditor to show that
the transfer was in fact intended to deprive it of its rights. Cook Islands law requires the creditor to show
beyond a reasonable doubt that the transfer was motivated by a desire to defeat the creditor’s claim, the
standard which U.S. courts reserve for criminal convictions. In other words, it’s very difficult for a
creditor to get a Cook Islands court to undo a transfer.
Some jurisdictions have their own unique legal provisions which can benefit your client in the right
circumstances. For instance, Gibraltar law states that if an individual settlor is not insolvent at or
immediately after a transfer, and registers the transfer, then the transfer is protected from creditors
regardless of whether it existed at the time of the transfer.

Lack of Comity
Comity is a principle that describes the deference that one jurisdiction gives to the laws and court
judgments of another. The concept does not arise from an obligation one country has to respect the laws
of another, but rather from a policy to respect those laws. In choosing a location for an asset protection
trust, a CPA will want a jurisdiction that has as little comity as possible.

How Offshore Arrangements Work
Typically a creditor will get a judgment in a U.S. court and try to enforce that judgment in the court
where the asset protection trust is located. That judgment will be worthless in a jurisdiction that does not
give comity to U.S. judgments. Cook Islands law, for instance, explicitly states that foreign judgments
are unenforceable to the extent that they are based on a law inconsistent with, or specifically addressed
by, Cook Islands law.
This means that if the creditor wishes to enforce the judgment in a jurisdiction like the Cook Islands, the
creditor has to bring the lawsuit again from the start, with an attorney who is not likely to be able to be
paid on a contingency fee basis, and not even certain that the claim will be recognized under local law.

Track Record
You’ll want a jurisdiction that’s been in the asset protection trust business for some time, one that has an
established line of court cases standing behind its asset protection claims. Similarly you’ll want one that
has banks and trust companies that have been in business for some time, and which have a substantial
amount of business in asset protection trusts. Ideally you’ll deal with banks and trust companies whose
trusts have even survived court challenge. Finally, you’ll want a jurisdiction with lawyers conversant
with asset protection.
It’s this track record that sometimes distinguishes certain jurisdictions. By way of comparison, the
attorneys and institutions of the Cayman Islands are reputed to have far less experience with asset
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protection trusts than those of the Cook Islands, which generally makes the Cook Islands superior in this
regard.

Income and Other Taxes
If the jurisdiction has an income tax, you’ll want to see if trusts are exempt. Belize, for instance, has an
income tax and transfer taxes but exempts trusts from all such taxes where both the grantor and the
beneficiaries are non-residents and the trust does not contain any Belize land.

Stability
Certainly the political and economic stability of the country will be a factor. Your client will not want to
set up a trust for asset protection purposes only to discover that the assets are lost as a result of strife.
Also, you’ll want to avoid a jurisdiction where the economy is unstable, or one that does not have a
fairly well-established infrastructure.
An example of stability is the Isle of Man, a tiny island between Britain and Ireland. Because of its
proximity to the United Kingdom it has a well-developed transportation and communications system. The
current government system has been in place over 1,000 years. In fact, legislators are personally liable
for budget deficits. The Isle of Man is an extreme however. Many clients are satisfied with a place such
as Belize, which is internally peaceful even through it has some military disputes with neighboring
Guatemala.

Regulation
Basically, your clients will want to be in a jurisdiction where finances are fairly regulated. That means
that the government is capable of keeping control of organized crime, money laundering, and the like,
and the banks and financial institutions are well regulated.

LIMITATIONS ON OFFSHORE ASSET PROTECTION TRUSTS
It’s sometimes taken as a given that offshore trusts will provide the asset protection that the grantor
seeks. This is not always the case though. One of the gray areas is where there is a trust created offshore
which holds assets in the U.S., where discretionary payments may be made from the trust to the grantor,
or when the grantor retains too much control over the trust.

One instructive case is In re Larry Portnoy, 201 BR 685, involving a trust where the terms of the trust
said it would be interpreted under Jersey law. The U.S. Bankruptcy Court disregarded this provision,
and instead applied New York law which, contrary to Jersey law, would not give creditor protection
where there were discretionary distributions to the grantor permitted.
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A recent case highlights the problems with overreliance on offshore trusts for creditor protection. In re
Brown, 4 Ak. Br. Rpt. 279 (Bkrptcy D. Alaska 1995) involved an Alaska resident who set up two Belize
trusts for the benefit of himself and his wife. The bankruptcy court declined to respect the creditor
protection that would otherwise be available under Belizean law, for several reasons:
■ There were almost no trust contacts with Belize.
■ No trust assets were transferred to the trustee.
■ The trust assets were not controlled by the trustee, and there were no effective limitations on the
grantor’s ability to withdraw from the trust.

The lesson from this case is that it’s not enough to state in a trust agreement that it is governed by the
laws of Belize, or wherever. There must be a genuine trust, with genuine restrictions, and a genuine
connection with the offshore jurisdiction.
The Brown case was decided under ordinary choice of law principles, which provide that Alaskan public
policy mandated the application of its laws, not those of Belize. In other words, for Belize law to apply,
there must be a reason for Belize law to apply.

FOREIGN TRUST REPORTING REQUIREMENTS
If, as part of your client’s planning, a foreign trust is involved, whether or not in conjunction with a
family partnership, then you’ll need to be aware of the current reporting rules for foreign trusts.

These rules are in §6048. Essentially the section requires the reporting of any “reportable event,” which
generally means the creation of any foreign trust by a U.S. person, the transfer of any money or property
(directly or indirectly) to a foreign trust by a U.S. person, including a transfer by reason of death, and
the death of a citizen or resident of the U.S. if the decedent was treated as the owner of any portion of a
foreign trust under or any portion of a foreign trust was included in the gross estate of the decedent.
The reportable event must be reported by a responsible party, which includes a grantor, a transferor of
assets to the trust, and the executor of a decedent’s estate. The reporting must generally be done on or
before the 90th day after any reportable event.

Section 6048 also requires U.S. beneficiaries of foreign trusts to report gifts from those trusts, including
information such as the names of the trusts, the aggregate amount of the distributions received from the
trusts during the taxable year, and such other information as the Secretary of the Treasury may prescribe.
Failure to report such gifts, without reasonable cause, results in a penalty of 35% of the gross reportable
amount. There is an additional penalty of $10,000 for each 30-day period beginning 90 days after the
IRS mails the taxpayer notice of his or her failure to file. However, the total penalty cannot exceed the
gross reportable amount.
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There are some exceptions to the filing requirements. For instance, the requirements do not apply where
there has been an exchange with the trust of property of equivalent value. However, the promissory note
or other obligation of the trust, grantor, beneficiary, or any related party, will not be taken into account
when determining value received by the trust.

The filing requirements are generally met with the filing of Form 3520 and 3520-A.

62

CHAPTER 6
DOMESTIC ASSET PROTECTION TRUSTS
INTRODUCTION
With domestic Family Limited Partnerships (FLP’s) under attack in the United States, asset protection
advisors are now faced with the difficult task of looking beyond the FLP and finding new and
innovative techniques that can be used as part of the client’s overall estate plan and still protect his
assets from future, potential creditors.

SPENDTHRIFT TRUSTS
Traditionally, the next step in going beyond the domestic FLP has been to move into the world of
trusts. A common technique used with domestic trusts is to include the so-called “spendthrift”
provision. This provision restricts a beneficial interest in a trust from the claims of a beneficiary’s
creditors by prohibiting assignment of the interest. This is accomplished in the trust instrument itself
or by applicable state law. While each states’ laws may vary as to the extent of protection afforded by
the spendthrift provision, the protection is generally recognized in all states when the beneficiary in
question is someone other than the settlor. In most states the spendthrift provision is ineffective when
the beneficiary in question is the settlor. In general, the transfer to a spendthrift trust for the benefit of
the settlor is void as against the settlor’s creditors. This is so, even if the transfer was not made to
defraud creditors or if the statute of limitations has expired.1 However, the laws of many offshore
jurisdictions do not have these restrictions, thereby extending spendthrift protection to all beneficiaries
including the settlor.

The creation of an offshore asset protection trust (APT) involves gifting property to a trustee in a foreign
jurisdiction to be held for the benefit of the settlor and his family. By transferring the assets to a
jurisdiction that has laws that conflict with those of the U.S., it makes it very difficult, if not impossible,
for a U.S. based creditor to reach them. If the domestic FLP is viewed as a moderate level of protection,
the offshore APT is viewed as the maximum amount of protection available when the settlor is seeking to
protect assets from his own creditors. However, the move from a domestic technique to an offshore APT
is a big move many individuals are reluctant to make. The individuals who use offshore techniques are
drawn there by certain characteristics in the foreign jurisdiction’s local laws that provide added protection
not found at home. The main benefit of the offshore APT is summarized as follows:

Restatement (second) of Trusts 156, comment (a)
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■

Under the laws of most states, when an individual settles a trust with a spendthrift provision for
the benefit of himself and others (a so-called self-settled trust), the settlor’s creditors can reach the
trust property to the maximum extent that the trustees may distribute the property to the settlor.2
This applies even if there is a spendthrift provision. In the laws of many offshore jurisdictions
(subject to limited exceptions for fraud), the assets of the self settled trust are not reachable by
creditors of the settlor. See id.

■

Although there are exceptions for fraudulent transfers in most offshore jurisdictions, some of the
more aggressive, asset protection type jurisdictions have very short statute of limitations. In some
cases, in order to prevail under a fraud theory, the action must be brought within one (1) year of
discovering a transfer to the trust, making it almost impossible for a creditor to prevail. In the
case of a domestic self-settled trust, the transfer is void even if the statute of limitations has
expired. See id.

■

In the U.S., most states limit the term of a trust so that it cannot continue to exist beyond the
“Rule Against Perpetuities” (RAP) period. This period is generally no later than 21 years after the
death of the individual then living or 90 years after the trust’s creation.3 The RAP was designed to
prevent significant amounts of wealth from being held in trust forever. Under the laws of many
offshore jurisdictions, the RAP does not exist. Therefore, in many offshore jurisdictions a trust
can exist forever.

As the estate planning/asset protection planning process proceeds, these three (3) very powerful
characteristics have to be weighed against the often unsettling feeling associated with transferring title
of one’s assets to a trustee in a far away land. The leap from the domestic FLP to the offshore APT is
a step, too large for many people to take. However, the concept that an individual’s assets could be
gifted to a trust for the benefit of the settlor and others, but still be protected from the settlor’s own
creditors is an attractive concept. This means, not only are the assets protected from the settlor’s
creditors, but the offshore APT also leaves open the possibility of getting the assets back in the form
of a trust distribution at a later date (if the trustee exercises his discretion and decides to make a
distribution).
In situations where a creditor attack is actually made, the very short statute of limitations for
challenges based upon fraud makes it very difficult, if not impossible, for the creditor to prevail. The
nonexistence of a perpetuity period has discouraged even the most aggressive creditors from waiting
for the trust to terminate or for a distributions to be made (viz. forever is a long time).

2
3
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The offshore APT, although somewhat expensive, has been sold by many advisors as a straight
forward, turn-key type product. However, the protection offered by these structures is actually the
result of their laws being in direct conflict with the laws of the U.S. Although the offshore APT may
be an airtight structure in the foreign jurisdiction, settlors (as well as their advisors) should be careful
to remember that they are present in the U.S. and as resident individuals, are subject to the
jurisdiction of a U.S. Court. Due care should be taken not to be perceived as transferring assets out of
the U.S. to avoid existing creditors or in a way that will result in a contempt of Court charge.
Remember, if a judge becomes aware that an individual has transferred his entire fortune to a far
away land, like the Cook Islands, where he has never been and has no independent business reason
for doing so, he may not be viewed favorably in the eyes of the Judge.
Many people think that the tide has turned on the offshore APT’s because of abuses. In two recent
cases involving divorce proceedings, unsuspecting spouses were not aware that family assets had been
transferred to an offshore APT, leaving them at an unfair disadvantage (at least in the eyes of some).4

As asset protection planning has become more popular, there has been an increase in focus on the big
leap from the domestic FLP to the offshore APT. Because of the taint associated with some offshore
structures, the possibility of a more moderate technique has gained interest.

To meet this demand, Alaska and Delaware have enacted new legislation. These statutes allow for
spendthrift protection for self-settled trusts; statutory exceptions (including provisions for fraud) and a
relaxed perpetuity period. In other words Alaska and Delaware have enacted laws that conflict with
those of many other states and move closer to those of the offshore jurisdiction.
At first glance these states now have legislation in place that provides many of the benefits that were
only found offshore. The big question now being debated is whether or not they actually are effective.

Conflict of Laws
When a creditor brings an action to recover the assets of a self settled trust the first question that
needs to be addressed is which states law will be applied. When all parties and the property are in
Alaska or Delaware, and the trust provides that the laws of the respective state will apply, it is likely
that the spendthrift provision will be upheld. Unfortunately, the chances of a debtor, creditor and the
trust corpus all being within one of these jurisdictions are slim.

The more likely scenario is that the debtor and creditor will be in a state other than Alaska or
Delaware. Legal title to the property will be in the hands of a trustee in one of these states. The
physical location of the property could be in anywhere. The issue then becomes which state’s law will
be applied. It is likely that the answer will depend on the nature of the trust property.

4

Ibid.
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Example 6-1:
S, a resident of state X, creates an Alaska self-settled spendthrift trust. The trust corpus is
titled in the name of the Alaska trustee but is actually real estate located in state X. State X
does not provide spendthrift protection to a settlor’s self-settled trust. The trust instrument
states that Alaska law shall apply. P brings an action in state X requesting that local law be
applied and not the Alaska law.

Which law will apply?
It is likely that the law of State X will be applied. Even though S has requested that Alaska law be
applied, in the case of real estate it is likely to be the law of the state where the real estate is actually
located will govern.5 State X has jurisdiction over the property and the transfer to the trustee is likely
to be considered void. Therefore the Alaska spendthrift provision of the trust will be ineffective.

Example 6-2:
Assume the same facts as in example 1 except that the trust corpus consists of marketable
securities (personal property) that are maintained in a custody account with the trustee in
Alaska.

Which law will apply?

In this case, the trust corpus consists of personal property. In such case it is likely that the Court will
follow the settlor’s wish that the law of Alaska be applied.6 The courts will generally follow the
settlor’s wishes in the case of personal property (particularly if it is physically located in Alaska)
when the trust instrument directs a specific state’s law to be applied.
Whether an Alaska or Delaware spendthrift trust will be effective ultimately will depend upon how
conflicts among laws of the states involved are resolved. Common sense dictates that structuring the
trust in a way to minimize conflicts that are likely to be decided against the settlor can only help
assure that any Court actions will be resolved favorably. The following steps are helpful in
accomplishing this:

1. Avoid funding the spendthrift trust with real estate. If the real estate is located outside Alaska or
Delaware it is unlikely that the spendthrift provisions will be applied. See id.

5
6
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2. It is important to maximize contacts with Alaska or Delaware. The simple designation of a state’s
law with no other contacts may prevent the application of that law on Constitutional grounds.7
Only a local trustee should be used.

3. Only personal property should be used to fund the trust. To the extent possible, all of the property
should be physically located in the spendthrift jurisdiction.
These three planning points will help create a structure where the designated law will be applied.
However, success is not absolutely assured. Suppose that an action is brought and the law of an
unfavorable jurisdiction is applied. If the trust is made up of real estate, the property would not be
protected. However, if the property in question is personal property, in Alaska or Delaware, there is
still a good chance that the assets will be protected. The remaining issue to be addressed is whether
Alaska or Delaware will honor a Judgment of another state with less favorable creditor protection
laws.

The “Full Faith and Credit” clause of the U.S. Constitution requires each state to recognize and give
effect to the judgments of every other state.8 At first glance, this would seem to circumvent the
protection being provided by the Alaska and Delaware statutes. However, in reviewing the existing
case law in this area it appears that there is a very strong argument that an Alaska or Delaware Court
need not give Full Faith and Credit to a judgment of a Court of another state in all cases. One of the
leading conflicts of laws cases is Hansen v. Denckla.9 In this case the grantor of a Delaware trust died
while domiciled in Florida. An action was brought in Florida to declare the Delaware trust invalid and
to direct that the funds be paid to the fiduciary of the grantor’s Florida estate. The Florida Supreme
Court held that the Delaware trust was invalid and that the funds should pass under the grantor’s will.
The Delaware Supreme Court disagreed and concluded that Florida lacked jurisdiction over the matter
since the trustee of the Delaware trust had no contacts with Florida. The U.S. Supreme Court agreed
with the Delaware Supreme Court.
Hanson v. Denckla is frequently cited as a leading case in conflicts of law. In applying the reasoning
in this case to the new Alaska and Delaware spendthrift trusts, it appears that if a judgment is
rendered in state X, it will not be honored in Alaska or Delaware against the trustee because of lack
of jurisdiction.

In going beyond Hanson v. Denckla there is an argument in favor of not honoring another states’
judgment in Alaska or Delaware on the grounds that it would undermine their very specific statutes.10
Concern has also been raised over the bankruptcy rules. However, in the case of trusts with
spendthrift provisions that are enforceable under applicable non-bankruptcy law such interests will not
be considered to be part of the debtors bankruptcy estate. 11

7
8
9
10
11

Allstate Insurance Co. v. Hague, 449 U.S. 302, reh’g denied, 450 U.S. 971 (1981)
U.S. Constitution Art. IV, Section 1
Hansen v. Denckla, 357 U.S. 235, reh’g denied, 358 U.S. 858 (1958)
Alaska Packers Assoc. v. Industrial Acc. Com., 294 U.S. 532 (1935)
U.S. Bankruptcy Code 541(c)(2), H. Rep. No. 595, 95th Cong.,1st Sess.369(1977)
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In determining the effectiveness of the Delaware and Alaska statutes, case law and traditional
constitutional principles indicate that when properly structured, these statutes will be effective.
However, these statutes are still untested in the Courts. In recent years aggressive offshore APT’s
have tainted the concept of assets protection planning as an unfair technique designed to avoid
otherwise legitimate creditors. Advisors should be aware that these new rules could be undone and
viewed as against public policy if the Courts are presented with an aggressive case that is deemed to
be unfair (such as in the case of divorce).
It is these authors’ opinion that the developments in this area will depend upon the specific facts and
circumstances of the cases that are put before the Court. Spendthrift provisions are most likely to be
upheld when the facts are not considered severe and where no one party seems to be put at an unfair
disadvantage due to an alleged fraudulent act. However, in abusive cases, success is less likely.
Remember, the debtor and his advisors are still subject to the jurisdiction of a Court in their home
state. Due care should be taken so as to not be in contempt of that Court.
It is not hard to imagine a Judge getting upset when presiding over a case where a wealthy individual
has transferred a significant amount of wealth to a foreign trustee simply to protect this asset from
future, potential creditors. In other words, individuals should try to structure their assets in a way to
avoid having a Judge asking himself “why would someone with this kind of wealth give it all to a
trustee if they didn’t have fraudulent motives from the start?”

ALASKA AND DELAWARE: A UNIQUE OPPORTUNITY
Given this current trend, Alaska and Delaware provide a unique opportunity not only for creditor
protection, but also new opportunities from an estate planning perspective. The ideal type of client is
one who has the following goals and objectives:

1. He would like to put a plan in place for the passing of his assets,
2. Minimize transfer tax exposure, and
3. Protect assets from future, potential creditors

Creditor Protection
By placing an emphasis on goals, other than pure creditor protection, the client can reduce the
chances that the structure will be viewed by the courts as a vehicle designed purely to evade creditors.

As discussed above, the assets protection process starts with choosing a good jurisdiction with well
established spendthrift protection. Once the jurisdiction is decided upon the structure must be created
in a way to make sure that that the specific jurisdictions law will be applied as intended. The next step
in the process is to focus on the exceptions to the spendthrift protection rules. These exceptions
generally focus on fraudulent conveyances.
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The determination as to whether an asset protection trust, particularly a domestic trust, will be
effective depends upon the applicable fraudulent transfer laws. These laws are designed to protect
various levels of creditors. Violation of these laws will impact a debtor as well as professionals
advising the debtor.

Studying the case and statutory development of the laws in various jurisdictions provides professionals
with the ability to ascertain the level of asset protection available. Domestically, Alaska Section 110
Trusts legislation under Alaska Statute 34.40110(b)(2,3) and Delaware Qualified Dispositions in Trust
Act under Delaware Code Annotated Title 12 3576, both passed in 1997, can be compared. Although
outside the scope of this publication, it would be prudent for practitioners to study the initial
domestic, asset protection trust enacted in Missouri under Mo. Ann. Stat. 456.080.

It has been said that fraudulent transfer laws are “the primary barrier to asset protection.” They
prevent a debtor from retaining insufficient assets to pay legitimate debts. The enforcement of these
laws is accomplished by making a fraudulent transfer void or voidable.
There are two types of fraud that these laws examine. Actual fraud must be proven by showing that a
debtor intended to defraud a creditor. As an aide in proving fraud, case law has developed “badges of
fraud” which several statutes have codified. These badges can be used to indicate creditor intent.
While the presence of a badge of fraud does not create a presumption that fraud has taken place, a
combination of badges of fraud has been found indicative of an intent to defraud.
Additionally, case law and now statues have addressed constructive fraud. These are situations where
a transferor “probably should have believed that he would incur debts beyond his ability to pay debts
as they become due. ” The test for constructive fraud is a situation where the transferor:

knew that the transferee did not pay reasonable equivalent value
and
(1)
is or will be rendered insolvent based upon an “adjusted” personal
balance sheet approach
(2)
retains property with unreasonable small capital
or
(3)
incurs debts beyond ability to pay
and
(c)
made a transfer where there is a causal connection between the transfer where there is
a casual connection between the transfer and the failure to pay a creditor.
(a)
(b)

The relevant personal balance sheet, which a certified public accountant is best professionally
positioned to prepare differs both in terms of assets and liabilities from a statement prepared in
conjunction with a typical personal financial statement. Presumably, a special compilation letter is
required. Except for (a) assets encumbered by valid lien, (b) assets generally exempt under non
bankruptcy law, and (c) assets held in tenancy by the entireties to extent not reachable by creditors
with a claim against one spouse, debtor assets will be included.
Typical personal financial statement liabilities plus shareholders’ guarantees on corporate debt, lease
obligations, Pension Benefit Guaranty Corporation claims, taxes environment claims, etc. must be
included. Accordingly, a balance sheet prepared for purposes of testing constructive fraud will
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indicate lower assets and increased liabilities. Therefore, it is important to understand who should be
privy to this statement.

In determining whether there is a causal connection between the purported fraudulent transfer and the
failure to pay creditors, the span of time weakens the connection. Therefore, workpapers must
analyze when transfers took place versus when debts became due.

Fraudulent transfer laws address three types of creditors. Present creditors are those easily
identifiable as currently owed money. The second class consists of future creditors. Actually, these
are really future, foreseeable and probable creditors. The third category consists of remote or possible
creditors. A transfer will be found fraudulent in respect to these creditors only if there was an initial
intent of the debtor to defraud them. Additionally, another category of creditors consists of third party
donee beneficiaries i.e. those that step into the shoes of one of these classes of defrauded creditor.
The test case for such creditors was In re Granwell, 20 NY2d 91, 281 NYS2d, 228 NE2d 779 (1967).
Domestically, the development of fraudulent transfer laws can be classified into two types. First, the
federal laws are contained in the Federal Bankruptcy Code. Second, state law follows either (1)
Statute of 13 Elizabeth I, Chapter 15 enacted in England in 1571, (2) the Uniform Fraudulent
Conveyance Act (UFCA) promulgated in 1918, or (3) the Uniform Fraudulent Transfers Act (UFTA)
which was established in 1996 as an update and improvement to the UFCA. In terms of Alaska and
Delaware trusts, it is important to know that in 1949 Alaska enacted and still has legislation that
mirrors the Statute of 13 Elizabeth I. In 1919, Delaware enacted UFCA and in 1996 it replaced
UFCA with UFTA.
The focus of the Statute of Elizabeth I was on the intent of the debtor. There was no standard
reachback or statute of limitation period. Both of these issues create major risks to creditors. To
address the intent issue, Twyne’s Case, English Star Chamber, 3 Coke 80b, 76 Eng. Rep: 806 (1601)
evaluated “marks [now known as badges] of fraud” which focus on objective markers of fraudulent
activity.
The UFCA expanded statutory discussion from present to also include future foreseeable and probable
creditors. The UFTA enumerated a non-exclusive list of badges of fraud as objective evidence. In
terms of asset protection trust, the list includes as suspect trusts where the settlor/debtor retains too
great a degree of fraud. A question is whether a trustee has full discretionary power to determine
distributions of principal and income. If trustee discretionary powers are not complete, then any state
establishing asset protection trust legislation while having UFTA in place will not have effective law.
In analyzing Alaska and Delaware trust legislation, tests must be made based upon the fraudulent
transfer legislation generally in effect. Since Alaska is under a statute of Elizabeth I regime and
Delaware UFTA, it is logical to conclude that Alaska’s law should be more debtor friendly. In fact,
other than for Alaska’s four carveouts, transfer avoidance will not occur for constructively fraudulent
transfers. Delaware’s statute, like its fraudulent transfer regime, allows broader recovery rights for
debtors of constructively fraudulent transfers. Additionally, other than where enacted under statute,
no standard reachback period or statute of limitations period will exist for Alaska trusts. Both, the
Alaska and Delaware trust statutory period is four years after a fraudulent transfer [within their
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respective state law]. This period is applicable even if it expires within one year after a fraudulent
transfer was or reasonably could have been discovered.
Alaska and Delaware legislation is similar in preventing transfers with “intent to hinder, delay or
defraud [HDD] creditors or others of their just and lawful actions.” An open question is what does
“others” mean. Many legal experts believe that unknown future creditors are being defined. If so, the
additional creditor rights in UFCA as opposed to Statute of Elizabeth I are included. For Alaska, this
would partially reduce an asset protection trust’s effectiveness by interpreting Alaska law like UFCA
expressly provides. Other authorities believe that transfers to unknown future creditors will generally
not be prevented due to the work of others.
In summary, it appears that Alaska’s statute, whether morally determined to be appropriate or not,
provides more creditor protection then a Delaware trust. However, other factors like a relationship
with a Delaware trust company may result in a person establishing a trust in Delaware. Properly
drafted, a Delaware trust will provide better creditor protection than a trust established in most states
within the United States.

TRANSFER TAXES
If a settlor is only interested in asset protection, he can establish a trust and retain a right to veto
distributions to other beneficiaries and a power of appointment over the trust corpus. However, this
will miss the second advantage available in terms of estate planning. To understand the estate tax
planning benefits of asset protection trusts, it is important to know that the effective tax rate on an
inter vivos transfer (gift) is much less than a testamentary transfer (by will). Although calculation of
the gift and estate tax is performed a unified rate schedule, the gift tax is tax-exclusive while the estate
tax is tax-inclusive.
As an example assuming a 50% tax rate, a gift providing the transferee with $1,000,000 requires
$1,500,000. Since $1,000,000 changes hands (and the gift tax is an excise tax on the amount that
changes hands), the 50% tax on that amount is $500,000. However, if someone dies with an estate of
$2,000,000, that person’s beneficiary will receive $1,000,000 after a 50% tax of $1,000,000. The
estate tax is an excise tax calculated on the decedent’s net worth, not what he transferred.
In light of the above, it would be beneficial if a person could enjoy the benefits of an asset during life
but pay a tax-exclusive transfer tax. In other words, this person would make a lifetime gift that would
only become effective after date of death. In practitioner jargon, this is called making a gift while
retaining a life estate. Unfortunately, the IRC does not allow this plan to work. Section 2036(a)(1)
provides “the value of the gross estate shall include the value of all property to the extent of any
interest therein of which the decedent has at any time made a transfer (except in case of a bona fide
sale for the adequate and full consideration in money or money’s worth), by trust or otherwise, under
which he has retained for his life or any period not ascertainable without reference to his death or any
period which does not in fact end before his death (1) the possession or enjoyment of, or right to the
income from, the property, or (2) the right, either alone or in conjunction with any person, to
designate the persons who shall possess or enjoy the property or the income therefrom. ”
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Traditionally, if a person establishes a self-settled trust (which may benefit himself and/or his
designated beneficiaries) in the United States, the assets held by the trust are available to his creditors.
If so, the person has retained a life estate and the transfer will not be a completed gift. The trust
corpus plus appreciation will remain in his taxable estate. Interestingly, the position of the IRS has
developed and changed over time. To clearly understand the Service’s current position (especially as
it relates to Alaska and Delaware self-settled trusts), it is important to review the historical
development of its position.
In Revenue Ruling (“Rev. Rul.”) 54-538, the IRS pronounced its position that the decision of the Tax
Court in Christianna K. Gramm v. Commissioner, 17 T.C. 1063, acquiescence C.B. 1952-1, 2, that
the Court’s “holding the entire gift incomplete was based on the assumption that in view of the small
amount of corpus and the resulting small annual income, substantial invasion of the corpus was very
probable and, accordingly, the decision is not contrary to the decisions in Hurlburt W. Smith v.
Shaughnessy, 318 U.S. 176, Ct.D. 1575, C.B. 1943, 1144, and Meta Biddle Robinette, et al. v.
Helvering, 318 U.S. 184, Ct.D. 1574, C.B. 1943, 1141. The law of those cases is that where a donor
transfers property retaining a reversionary interest which is capable of valuation by recognized
actuarial methods, the value of the retained interest should be excluded from the gift, but where the
value of the reversionary interest is not susceptible of valuation by recognized actuarial methods, the
entire gift is complete. ”

Revenue Ruling (“Rev. Rul.”) 62-13 clarified Rev. Rul. 54-538 by addressing a situation where
“property is transferred to a trust, under the terms of which the trustee is given very broad
discretionary powers over the distribution to the grantor of income, and corpus, and where, even
though the value of the property transferred is large in amount under the circumstances there appears
to be no assurance at the time of creating the trust that anything of value will be paid to a beneficiary
(or a class of beneficiaries) other than the grantor, such transfer constitutes, for purposes of the
Federal gift tax statute, an incomplete transfer and, hence, does not result in a taxable gift. ”
The IRS in Rev. Rul. 76-103 expanded upon this pronouncement based upon the Tax Court’s decision
in Alice Spaulding Paolozzi v. Commissioner, 23 T.C. 182 (1954). The Service interpreted the
decision as providing that by establishing a self-settled, Massachusetts trust with trustee discretion
over distribution of income, a “grantor could thus effectively enjoy all the trust income by relegating
the creditors to the trust for settlement of their claims. Therefore, the court held that no taxable gift of
trust income had been made.” Therefore, the Service ruled that a “transfer of property to an
irrevocable inter vivos trust created in, and administered under the laws of, a state in which the trust
is deemed a “discretionary trust” whose assets are subject to claims of the grantor’s creditors, does
not constitute a completed gift.” In fact, the Service’s position appears to have gone much further
than the decision upon which it was based. The trust in Paolozzi was discretionary regarding income.
A “discretionary trust” has both principal and income distributions solely determined by the trustee.
In any case, the Restatement of Trusts supported the proposition that self-settled trust in the United
States are subject to the settlor’s creditors. Therefore, the ruling appears to have merit.

Rev. Rul. 77-378 clarified Rev. Rul. 62-13 and began the trend in the Service’s thinking that justifies
Alaska and Delaware trusts for estate planning purposes. “The transfer of property to an irrevocable
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trust, under the terms of which the trustee has the discretionary power, entirely voluntary under the
trust instrument and applicable state law, to distribute income and principal to the grantor constitutes a
completed taxable gift of the entire value of the property transferred.” Furthermore, “the gift tax is an
excise tax upon the donor’s act of making the transfer and is measured by the value of the property
passing from the donor.” Although the donor may have an unrestricted power to return all of the
trust’s assets to the grantor, if the grantor’s interest in the trust is not enforceable either by the grantor
or on the grantor’s behalf, then the grantor has parted with dominion and control over the property
transferred into the trust. See section 25.2511-2(b) of the regulations. Furthermore, if the grantor
retains such a mere expectancy that the trustee will distribute trust assets to the grantor rather than an
enforceable interest in the trust, the expectancy does not prevent the completion or reduce the value of
the gift. Herzog v. Commissioner, 41 B.T.A. 509 (1940), aff'd, 116 F. 2d 591 (2nd Cir. 1941).”
The opinion in Herzog is quite interesting. “The contention that Professor Scott in his Treatise on
Trusts, Section 156.2, and the American Law Institute in the Restatement of Trusts, Section 156, have
indicated that creditors of the grantor of a trust like the present could compel the trustee to exercise
the power of appointment in their favor is unwarranted. The statements in these treatises to which we
have referred were based on decisions differing greatly in the facts upon which they were predicated
from the case at bar. In the principal ones at least there was no beneficiary other than the grantor or
his estate in whose favor the power might be exercised at the option of the trustee. Petty v. Moores
Brook Sanitarium, 110 Va. 815, 67 S.E. 355, 27 L.R.A2E, N.S., 800, 19 Ann.Cas. 271; Menken
Co. v. Brinkley, 94 Tenn. 721, 31 S.W. 92; Warner v. Rice, 66 Md. 436, 8 A. 84. In all of these the
grantor had retained control over the principal and over any income which the trustees had failed to
apply to his use. Moreover, none of the decisions cited by Professor Scott were by the New York
Courts. Hamilton v. Drogo, 241 N.Y. 401, 150 N.E. 496, and Sand v. Beach, 270 N.Y. 281, 200
N.E. 821, do not suggest any difference between a trust created by a third party and by the grantor if
the power sought to be impressed with a trust in favor of the grantor’s creditors is to choose the
recipient of the income and is one in which the grantor has no voice. The most that can be said for the
latter is that the law of New York respecting the right of his creditors to reach the income of the trust
is in doubt. In such a case the conclusion reached by the Board should govern. Helvering v. Fitch,
309 U.S. 149, 60 S.Ct. 427, 84 L.Ed. 665.” If this would be true in New York with a question about
the efficacy of self-settled trusts, how much more true would the argument hold for an Alaska trust.

The court in Paolozzi argued with the creditor protection argument in Herzog and, therefore, the
transfer tax consequences. “The rule we apply is found in Restatement: Trusts Sec. 156(2): “Where a
person creates for his own benefit a trust for support or a discretionary trust, his transferee or
creditors can reach the maximum amount which the trustee under the terms of the trust could pay to
him or apply for his benefit.” It has substantial support in authority. Greenwich Trust Co. v. Tyson,
129 Conn. 211, 224, 27 A.2d 166; Warner v. Rice, 66 Md. 436, 8 A. 84; Hay v. Price, 15
Pa.Dist.R. 144; Menken Co. v. Brinkley, 94 Tenn. 721, 728-729, 31 S.W. 92; Petty v. Moores Brook
Sanitarium, 110 Va. 815, 817, 67 S.E. 355; 27 L.R.A., N.S., 800; Scott, Trusts, Sec. 156.2;
Griswold, Spendthrift Trusts (2d ed.) Sec. 481.”
But cf. Herzog, Trustee v. Commissioner, 116 F.2d 591, affirming 41 B.T.A. 509, criticizing
Restatement, Trusts (1935), sec. 156 and 1 Scott, The Law of Trusts (1939), sec. 156.2. See further 1
Scott, supra, 1954 supplement, sec. 156.2, n.3, and 6 American Law of Property, sec. 26.123, n.3.
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However, Herzog, Trustee v. Commissioner, supra, aside from being otherwise distinguishable, is
interpretative of New York law and is, therefore, not controlling here.
The IRS in Rev. Rul. 77-378 returned to Paolozzi which was quoted in Rev. Rul. 76-103. “Although
the trustee has an unrestricted power to pay trust assets to the grantor, the grantor cannot require that
any of the trust’s assets be distributed to the grantor nor can the grantor utilize the assets by going
into debt and relegating the grantor’s creditors to the trust. Whether the grantor would enjoy any of
the trust’s assets is dependent entirely on the uncontrolled discretion of the trustee.” The reason that a
grantor cannot go into debt is due to the jurisdiction’s applicable fraudulent transfer statute. (See the
discussion regarding Alaska and Delaware laws elsewhere in this chapter).
The advent of offshore trusts created a technical question. These foreign jurisdictions provide that
self-settled trusts will not be subject to the settlor’s creditors. If so, these offshore trusts appeared to
avoid Section 2036(a)(1) taxable estate inclusion. This argument in the technical journals was
addressed by the IRS in Private Letter Ruling (“PLR”) 9332006 which is not precedent setting under
section 6110(j)(3). Based upon taxpayer representations regarding the laws of Country X, that a self
settled trust provides a trustee with unrestricted discretion over distributions of principal and income,
the Service held that a completed gift will have been made and that the trust’s corpus upon the death
of the settlor will not be included in his estate. The other holdings in the ruling are extraneous to this
discussion.
The establishment of a completed gift upon the creation and funding of a self-settled trust that is
totally discretionary and not subject to the settlor’s creditors raises an interesting question. Who is the
recipient of this gift? Apparently, the gift is to the trust and one looks through the trust to the potential
beneficiaries other than the settlor. If the trustee distributes trust principal or income back to the
settlor, does the settlor obtain a credit on his estate tax for the gift tax previously paid? The answer to
this question appears to be unresolved.

Assuming that a domestic trust could provide creditor protection that mimics those in Country X of
PLR 9332006, will the Service maintain its position? The authors of this chapter in The Tax Adviser
opined that even if the Supreme Court would decide the creditor protection portions of an Alaska trust
for a resident of another state choosing to apply Alaska law should not be sustained under Article I,
Section 10, Article IV, Section 1 and Article VI, Section 2 of the Constitution (which is something
that they as practicing certified public accountants are not professionally in a position to determine),
the transfer tax benefits of an Alaska trust should still prevail. (For a further discussion, please see
this chapter’s conflict of law section.).

The question then becomes, will a Delaware trust provide the same or similar benefits as an Alaska
trust. Although the Delaware statute was drafted to provide similar benefits, a careful reading of the
statute, unless strategically drafted by a skilled attorney leads to the proposition that a Delaware trust
will not be a completed gift and will be included within the settlor’s taxable estate. The reason is that
the statute as drafted provides for distributions of income to the settlor. Specifically, section
3570(9)(b)(iii) reads that an irrevocable trust’s instrument shall not be deemed revocable despite “the
transferor’s potential or actual receipt of income, including rights to such income retained in the trust
agreement.” This is exactly the gift tax benefits of a life estate that section 2036(a)(1) (quoted above)
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was drafted to prevent. Therefore, to be effective for estate planning purposes, an attorney should add
a clause to a Delaware trust instrument specifically removing the settlor’s right to trust income.
Furthermore, the Delaware statute provides exceptions to creditor protection from certain classes of
creditors. These exceptions may lead to the determination that a completed gift did not take place.
Hence, the trust corpus will be included in the settlor’s taxable estate.
Recently, the Service issued PLR 9837007 which addresses a transfer to a self-settled trust with
distribution of principal and income totally discretionary in the determination of unrelated trustee. The
taxpayer represented that there no express or implied agreement between the settlor and the trustee
regarding how the trustee would exercise its discretionary power. Although the ruling does not
mention which state the trust was established in, the authors have been informed that the ruling was
for an Alaska trust. After analyzing section 2501, regulation 25.251l-2(b) and Rev. Rul. 77-378, the
Service ruled that a completed gift would occur upon the funding of the trust. Unfortunately this
ruling which cannot establish precedent says that the Service is “expressly not ruling on whether the
assets held under the Trust agreement at the time of Donor’s death will be includible in Donor’s gross
estate for federal estate tax purposes.” Commentators, including these authors, believe that the reason
for not ruling upon estate inclusion is to allow the Service more flexibility upon audit if it can be
established that there had been some agreement between the settlor and trustee regarding the trustee’s
discretionary power. Still, the Code and regulations and the historical progression of Service rulings
strongly supports the proposition that administered properly, an Alaska (and properly adjusted
Delaware trust) will prevent estate inclusion.

Why Use Alaska or Delaware?
For starters, chances are that the trust laws in an individual’s state of residence provide that a trust
must terminate after a given number of years (referred to as the perpetuity period). Even though this
period can be significant, the reality is that the corpus will eventually be paid out. Alaska and
Delaware have done away with these types of restrictions. A settlor is now able to create a so-called
“Dynasty Trust” under the laws of Alaska and Delaware and have it go on forever.

GENERATION SKIPPING TRANSFER TAX
As discussed above in addition to putting a structure in place to provide for the efficient passing of
assets it is also important not to underestimate the transfer tax consequences. The estate and gift tax
benefits of creating such a structure have already been discussed. However, in addition to these
transfer taxes, there is also a transfer tax called the Generation Skipping Transfer tax (GST).
Traditionally, wealthy families have had to deal with estate and gift taxes each time wealth was
transferred from one generation to the next. In cases where the next generation (such as an adult
child) did not need the wealth, common sense would dictate that skipping a generation and passing
property directly to the next generation (such as a grandchild) would delay the imposition of the gift
or estate tax. Unfortunately, under current law this scenario is generally prohibited due to the
imposition of the GST tax.
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The GST tax is a flat tax that is imposed at the highest marginal estate and gift tax rates (currently
55%).12 Under current law, the GST tax is now imposed on “generation skipping transfers” (i.e.
taxable terminations, taxable distributions and direct skips) to “skip persons” Each of these terms is
defined by statute and a detailed discussion is beyond the scope of this discussion.13 However, it is
important to note that the GST is in addition to (and not instead of) the estate and gift tax. Therefore
proper GST tax planning for all wealthy families is important.

Each individual is allowed an exemption of $1,000,000 (now indexed for inflation). Gift splitting is
allowed in the case of married couples bringing the total exemption available to $2,000,000. There
are also other exemptions available for transfers of a present interest and for medical and educational
expenses.
Taxpayers are allowed to allocate (or not allocate) their lifetime exemption to lifetime transfers. In the
Dynasty Trust context, when the allocation is made, not only is the exemption amount sheltered from
GST but so is all the future appreciation on this amount. Alaska and Delaware both do not tax the
trust income that accumulates in these trusts (although the state of the settlor may). It is not hard to
imagine how the transfer tax and income tax savings can multiply the value of the Dynasty Trust over
a period of several generations.
Since the settlor is a potential beneficiary, a distribution to a grandchild from a self-settled, Alaska or
Delaware trust will result in a taxable distribution or taxable termination for generation-skipping
transfer (“GST”) tax purposes. Since the GST for a taxable distribution or taxable termination is a
tax-inclusive (like the estate tax), as opposed to a direct-skip which is tax-exclusive (like the gift tax),
the marginal tax rate of 55 % is quite foreboding. Should GST exemption be allocated to the transfer
and the trustee make a discretionary distribution back to the settlor, then GST exemption may be
wasted. Resolution will probably be similar to whether gift tax paid on the transfer can be applied on
an estate tax return.

Interestingly, a contrary rule can be construed from the decision in Herzog. “It may be added that the
Revenue Act provides for the credit of gift taxes on estate taxes subsequently levied on property
included in the gift and that the possibility of overlapping does not necessarily preclude the imposition
of a gift tax here. Tyler v. United States, 281 U.S. 497, 50 S.Ct. 356, 74 L.Ed. 991, 69 A.L.R. 758;
Helvering v. Bowers, 303 U.S. 618, 58 S.Ct. 525, 82 L.Ed. 1083; Lilly v. Smith, 7 Cir., 96 F.2d
341; Commissioner v. Hart, 3 Cir., 106 F.2d 269; Helvering v. Bullard, 303 U.S. 297, 58 S.Ct. 565,
82 L.Ed. 852.”
Tax planners have an additional decision to make regarding domestic as opposed to foreign asset
protection trusts. Under section 679, a foreign trust will be considered a grantor trust. The settlor will
“own” the trust for income tax purposes. Any taxable income and deductions will be included on the
settlor’s income tax return during his life. This makes a foreign asset protection trust income tax
neutral during the settlor’s lifetime. A domestic asset protection trust can be drafted to be intentionally
defective or not. If the trust is not a grantor trust and no distributions are made to beneficiaries, then
12
13
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the trust will pay income taxes. At a federal level, the highly compressed marginal tax rates for
fiduciaries can lead to significant taxation. Of course, this is not an issue if the settlor, who is
involved in the estate planning process, is in the highest federal marginal tax bracket. The benefit is
that these states do not impose an income tax. Accordingly, non-grantor trust status will save income
taxes.

One might wonder why these transfers will not be disregarded under Sec. 2702 as a transfer of an
interest in trust. The reason that Sec. 2702 will not apply is that the transferor has parted with all
rights and interests.

The remaining estate and income tax issue is why should the person doing the estate planning agree to
pay income taxes on wealth that he is trying to transfer? The answer is clear. To the extent that he
pays income taxes, his heir will receive the unfettered growth of the property. Additionally, to the
extent income taxes are paid by the settlor, the income taxes plus the expected appreciation will
reduce his taxable estate at a high marginal rate.

SUMMARY
Once an individual gets comfortable with the provisions of the new Alaska and Delaware spendthrift
trust provisions, the question still remains—do they work?

As relatively new and untested laws, this question cannot be answered in absolute terms. As a
structure used to implement a comprehensive estate plan (efficient disposition of assets, tax
minimization, and creditor protection), they seem to have their greatest strengths. If the spendthrift
trust is viewed as a vehicle implemented simply to avoid creditors, its value is likely to be diminished,
particularly if the facts of any particular case appear to be particularly unfavorable to the creditor.
The tax benefits of the Dynasty trust can have enormous value over time. The tax risk associated with
this is that the IRS will take action to undo the benefit. From a creditor protection standpoint if a
client is looking to move beyond the domestic FLP and wants more protection, but is reluctant to go
offshore, the Alaska or Delaware spendthrift trust seem to be then next logical step. If it turns out not
to give them the creditor protection that they sought, they should be no worse off than if they stopped
at the domestic FLP.
In any event, trusts have long been recognized in both of these jurisdictions and will unquestionably
remain a solid estate planning vehicle for administering assets and passing them on to the next
generation.
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CHAPTER 7

INCOME TAX ISSUES
INTRODUCTION
Most issues addressed by this course involve estate taxes. However, income tax issues must also be
addressed in the context of family partnerships.

CHECK-THE-BOX REGULATIONS
A basic goal of family partnership or L.L.C. planning is to insure the entity is taxed as a partnership.
Years of uncertainty in this regard ended in 1996 with the adoption of the final “check the box”
regulations. These regulations established a liberal, predictable procedure for establishing that an
unincorporated entity would not be taxed as a corporation. Before that any unincorporated business
risked being treated as an association and taxed as a corporation from the so-called “Kintner”
regulations. These regulations emphasized factors that had differentiated associations from other entities,
factors such as limited liability, continuity of life, centralization of management, and free transferability
of interests. The check-the-box regulations acknowledge that an entity may have many of these
characteristics associated with associations and yet still be taxed as a partnership.

Procedure
The check-the-box regulations essentially created a procedure to be followed:

Step one: Determine whether there is, in fact, an entity. Generally, state law will control in this
regard, but the regulations will not recognize a one-member L.L.C. as an entity separate from the
owner. A one-member L.L.C. will generally be taxed as a sole proprietorship but may choose
instead to be taxed as a trust or a corporation.
Step two: Determine whether the entity’s tax treatment is mandated by statute, for instance a statute
related to publicly traded partnerships or real estate mortgage investment conduits (REMICs). If so,
such statute controls.

Step three: Determine whether the entity is a trust. This would be if so there were no associates or
business activities.
Step four: Determine if the entity is a corporation. If so, then it cannot elect partnership status.
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Election
If, after all these steps, an entity is not determined to be in one of the foregoing specific categories, then
the entity may elect its own classification for income tax purposes. Although the taxpayer has the choice,
in most cases this election will mean that the taxpayer will elect classification as a partnership. This is for
the simple reason that if the taxpayer wished to be taxed as a corporation it is likely the business would
have been set up as a corporation.

The check-the-box entity classification election is made on Form 8832. The form is reproduced at the
end of the chapter. The regulations provide that the election is effective on the date specified on the Form
8832 or on the date filed if no such date is specified. The effective date specified on Form 8832 cannot
be more than 75 days before the date on which the election is filed and cannot be more than 12 months
after the date on which the election is filed.
If an election specifies an effective date more than 75 days before the date on which the election is filed,
it will be before the date it was filed. If an election specifies an effective date more than 12 months from
the date on which the election is filed, it will be effective 12 months after the date it was filed. If an
election specifies an effective date before January 1, 1997, it will be effective as of January 1, 1997.
If the entity is eligible, but fails to make an election it will be taxed as a partnership unless it has only one
owner (in which case the entity will be disregarded), or unless it was taxed as a corporation before
January 1, 1997. This means that, for all practical purposes, the election form will be most important for
entities in existence on January 1, 1997, and is less important for newer entities.

Foreign Entities
Foreign entities are treated somewhat differently. All of the foregoing rules apply, except that a foreign
entity cannot be taxed as a partnership unless at least one member has unlimited liability.

INCOME SHIFTING
In addition to estate tax savings, family partnerships are often used for income tax savings. This is done
by “income shifting,” that is, moving income that’s taxable at the parent’s higher bracket and having it
taxed at the child’s lower bracket. There are two obstacles to this:
• “The kiddie tax” rules, that effectively tax almost all the unearned income of a child who has not
attained age 14 at the end of the year at the parent’s higher rate.

•
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Family partnership rules under Section 704(e)(1) provide that “A person shall be recognized as a
partner for purposes of this subtitle if he owns a capital interest in a partnership in which capital
is a material income-producing factor, whether or not such interest was derived by purchase or
gift from any other person. ” (emphasis added) In other words, if a partnership is to be used to

Income Tax Issues

shift income from a high-bracket taxpayer to a low-bracket taxpayer, the income can’t be based
on services rendered by the high-bracket taxpayer.
Section 704(e)(2) provides that the share of income attributable to a donee partner (who would generally
be the low-bracket taxpayer) shall be reduced by reasonable compensation which should have been paid
to the donor partner (generally the high-bracket taxpayer). This provision also prevents a partnership
from being used to shift income from services between individuals.

The difference between subsections (e)(1) and (e)(2) is that (e)(1) provides a minimum threshold for
having the partnership entity respected for income tax purposes, while (e)(2) refers to the operation of a
partnership that’s crossed that threshold. So, for instance, if your client has a partnership where clearly
capital is a material income-producing factor, there still may be some compensable services rendered by
the donor. In that case, for income tax purposes the donor cannot forgo such compensation as a way of
shifting income; the donor will need to report the income attributable to such services.
Section 704(e)(3) provides that the family partnership rules apply only if the donee receives the
partnership as a gift, directly or indirectly, or if the transferee purchases the partnership interest from a
specified family member. This means that if the family members are investors from the start then the
rules will not apply.
However, even if a partnership fails the requirements of Section 704(e), that does not mean that there are
no alternate ways it might be respected for income tax purposes.

Prior to the enactment of Section 704, the controlling authority on family partnership was the case of
Commissioner v. Culbertson, 337 U.S. 733 (1949). There the Supreme Court enunciated an “all facts”
test. The Court said that an examination of all facts, including the partnership agreement, the conduct of
the parties, relative contributions by the parties, and control, would be necessary to determine whether
the true intent of the parties was to conduct business as partnership.
Although there is some dispute on the issue, it appears that the Culbertson case is still good law after the
enactment of Section 704(e). This means that even if a partnership fails under the Section 704(e) test it
may still be salvageable under Culbertson. However, it is not recommended that an adviser rely on
Culbertson when offering planning advice.

Principles of Section 704(e)
Although beyond the scope of this course, familiarity with Section 704(e) and the regulations will be
essential where the income tax treatment of family partnerships is in issue.
The idea behind Section 704(e) is that before a donee of a partnership interest will be treated as a partner
for income tax purposes, the donee must genuinely own that partnership interest, and have an equity
interest in the underlying capital. Accordingly, there are some principles that will help in avoiding
problems under Section 704(e) and the regulations thereunder.
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First if the donee partner is a minor, then the partnership interest should be owned by a trustee or by a
custodian under the Uniform Gifts (or Transfers) to Minors Act. This ensures that the ownership of the
partnership will not be treated as a sham.
Second, if there is any issue about the application of Section 704(e), a limited partnership would be
preferable to a general partnership. That’s because the regulations look critically on a general partner
who doesn’t participate in management, but assumes that a limited partner will not.
Third, there can be transfer restrictions in the buy-sell provisions of the partnership, but they should not
be so harsh as to make the partnership interest worthless. Although your clients will always look to value
these interests on the low side, they should always have some meaningful value, otherwise the IRS can
claim there’s no real partnership transfer at all.

Perhaps most important of all, the partnership should comply with all formalities. These are listed in
Regs. Section 1.704-l(e)(2)(vi), and include such formalities as having a written partnership agreement,
holding out the partners as partners, complying with fictitious name rules, and the like. Failure to comply
with these formalities makes the partnership a target for challenge.

INVESTMENT COMPANY RULES
One of the factors to consider when setting up a family partnership primarily with marketable securities
is that there are special rules for “investment companies.”

Section 721(b) is an exception to the general nonrecognition that would otherwise apply when
appreciated property is transferred to a partnership. That section states that this nonrecognition will not
apply where the transfer is to a partnership that would be considered an investment company (within the
meaning of Sec. 351) if the partnership were incorporated.

This can be one of the most perilous issues when setting up a family partnership for marketable
securities. Although it’s not an issue where there is a single contributor to the partnership, family
partnerships are frequently set up with contributions by more than one person.

There are different reasons why there might be multiple transferors to a family partnership.
First of all, donors are human and their generosity often comes with other motivation. If a donor has
been making small gifts over the years and is now contemplating making large gifts through the family
partnership, he or she may require her donees to contribute the prior gifts back into the partnership. This
way the donor can control not only the future gifts but the past gifts as well. The donees can decline to
participate, but then they lose out on future gifts. So, the overwhelming likelihood is that they will
transfer to the partnership the assets of the prior gifts.
Another situation is where the donor is trying to maximize the discount available. Recall that there are
really two types of discounts the donor may be looking for, a discount on lifetime gifts and a discount on
the portion left in his or her estate at death. If a donor is married it’s possible to create an instant
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minority interest in the estate simply by giving half his or her interest to his or her spouse. But if the
donor is single it’s much harder to create this instant minority interest, since large transfers will still be
subject to gift taxes. By having the donees (or, for a surviving spouse, a credit shelter trust) make their
own contributions to the family partnership, it’s easier to create a minority interest in the donor by the
time of the donor’s death.

Where there are multiple transferors, there are special rules that must be followed. These relate to the
fact that the transfer to a partnership will not be considered a tax-free transaction if the transfer is
considered as being to an investment company.
Since the partnership rules reference the corporate definition of investment company, the basic rules are
in Reg. Sec. 1.351-1(c). These provide, in the relevant portions, that a transfer will be considered to be a
transfer to an investment company if:

1.

The transfer results, directly or indirectly, in diversification of the transferors’ interests, and

2.

More than 80 percent of the value of the partnership assets (excluding cash and nonconvertible
debt obligations from consideration) are held for investment and are readily marketable stocks or
securities, or interests in regulated investment companies or real estate investment trusts.

Although this analysis is made immediately after the transfer in question, it can be made after subsequent
transfers if it appears they were made pursuant to a plan. Accordingly, if A makes a transfer to a
partnership in January, and B makes a transfer to the partnership in March, and it appears that both
transfers were made pursuant to the same plan, then person A’s transfer will be scrutinized along with
B’s transfer.

The regulations provide that:
—
A transfer ordinarily results in the diversification of the transferors’ interests if two or
more persons transfer nonidentical assets to a corporation in the exchange.
—
If there are transfers of non-identical assets which in the aggregate constitute an
insignificant portion of the total value of the assets transferred, then those non-identical assets will be
disregarded in determining whether diversification has occurred. An example in the regulations involves
non-identical assets with a total value of one percent of the value of the identical assets transferred, and
the non-identical assets are disregarded.
—
If there is only one transferor (or two or more transferors of identical assets) to a newly
organized entity, the transfer will generally be treated as not resulting in diversification. If, however, at
the time of the original transfer(s), there was a plan to make a subsequent transfer to achieve
diversification without recognition of gain, then the original transfer(s) will be treated as resulting in
diversification. This is the result regardless of how much time elapses before the subsequent transfer.

The regulations do, however, contain an interesting escape hatch. Reg. 1.351-1(c)(6) provides that, for
transfers on or after May 2, 1996 (predecessor rules apply to transfers before that date), that “a transfer
83

A CPA’s Advanced Guide to the Family Limited Partnership and Beyond
of stocks and securities will not be treated as resulting in a diversification of the transferors’ interests if
each transferor transfers a diversified portfolio of stocks and securities.”

By cross reference to Sec. 368(a)(2)(F)(ii), the regulations state that “a portfolio of stocks and securities
is diversified if it satisfies the 25 and 50-percent tests of section 368(a)(2)(F)(ii), applying the relevant
provisions of section 368(a)(2)(F). These tests are:
1.
The 25 percent test—not more than 25 percent of the value of the total assets is invested in
the stock and securities of any one issuer, and
2.
The 50 percent test—not more than 50 percent of the value of the total assets is invested in
the stock and securities of five or fewer issuers.

In applying these tests, all members of a controlled group of corporations [within the meaning of Section
1563(a)] will be treated as one issuer. Where a person holds stock in a regulated investment company, a
real estate investment trust, or an investment company, that person will generally be treated as holding a
proportionate share of the assets held by such company or trust.

However, the regulations state, “Government securities are included in total assets for purposes of the
denominator of the 25 and 50-percent tests (unless the Government securities are acquired to meet the 25
and 50-percent tests), but are not treated as securities of an issuer for purposes of the numerator of the 25
and 50-percent tests.”

Example
Application of this test may be shown by an example. Suppose one transferor transfers a $100,000
portfolio which consists of $5,000 worth of 20 unrelated issues. A second transferor transfers a $100,000
portfolio which consists of $5,000 worth of 10 unrelated issues and $50,000 worth of government
securities. The portfolio of the first transferor is clearly diversified. The portfolio of the second
transferor would be analyzed as follows:

—
Each of the nongovernmental issues is five percent of the total portfolio, because the
government issues are included in the denominator.
—
The government securities are considered to constitute zero percent of the portfolio
because they are excluded from the numerator.
Accordingly, the portfolio of the second transferor also qualifies, assuming that the government securities
were not acquired to meet the tests.

In total, then, there are six basic ways a practitioner can deal with the investment company rules:

1.
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Set up and continue the partnership with one transferor.
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2.

Prove that subsequent transferors did not make transfers pursuant to a plan.

3.

Include enough assets so that marketable securities do not constitute 80 percent of the
partnership assets.

4.

Make sure that different transferors contribute identical assets.

5.

Make sure that different transferors contribute diversified portfolios.

6.

Make sure that if there is a gain to be recognized, that the assets involved have little or no
built-in gain.

It’s easy for an advisor to steer clear of the investment company issue by stating flatly that there can be
only one transferor. However, doing so may greatly limit a client’s planning opportunities. It is better for
the advisor to understand these complex rules and the alternative ways of dealing with them and assist the
client in dealing with them.
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8832

Entity Classification Election

(December 1996)

OMB No 1545-1516

Department of the Treasury
Internal Revenue Service

Employer identification number (EIN)

Name of entity

Please
Type
or
Print

Number, street. and room or suite no. If a P.O. box, see instructions.

City or town, state, and ZIP code. If a foreign address, enter city, province or state, postal code and country.

Type of election (see instructions):

1

a □ Initial classification by a newly-formed entity (or change in current classification of an existing entity to take effect on
January 1, 1997)
b □ Change in current classification (to take effect later than January 1, 1997)

Form of entity (see instructions):

2

a

□ A domestic eligible entity electing to be classified as an associationtaxable as a corporation.

b

□ A domestic eligible entity electing to be classified as a partnership.

c □ A domestic eligible entity with a single owner electing to be disregarded as a separate entity.
d

□ A foreign eligible entity electing to be classified as an association taxable as a corporation.

e

□ A foreign eligible entity electing to be classified as a partnership.

f □ A foreign eligible entity with a single owner electing to be disregarded as a separate entity.

3

Election is to be effective beginning (month, day, year) (see instructions).............................................. ►

4

Name and title of person whom the IRS may call for more information

5

/

/

That person's telephone number

Consent Statement and Signature(s) (see instructions)
Under penalties of perjury. I (we) declare that I (we) consent to the election of the above-named entity to be classified as indicated above, and that
I (we) have examined this consent statement, and to the best of my (our) knowledge and belief, it is true, correct, and complete. If I am an officer,
manager, or member signing for all members of the entity, I further declare that I am authorized to execute this consent statement on their behalf.

Signature(s)

For Paperwork Reduction Act Notice, see page 2.
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CHAPTER 8
SPECIAL PLANNING STRATEGIES
TRANSFER AND LEASEBACK
As discussed in Chapter 7, capital generally must be a material income-producing factor for a family
partnership to be effective for income tax purposes. Although this is not required for estate tax purposes,
the family partnership's goal of enabling the transfer of assets at discounted values will generally make
no sense unless capital, rather than services, is in the partnership.
There are, however, situations where services rendered by the taxpayer have a capital asset component.

Example 8-1:
■

Dr. Ray is a radiologist starting a practice. He will need $250,000 worth of equipment, and a
$250,000 office condo in a medical building. Although there'd be little or no benefit (and possibly
legal impediments as well) to making his children partners in his medical practice per se, he can
make them partners in ownership of the equipment and the office, leasing the equipment back from
the partnership.

■ Assuming that his children are older than 14 at the end of the taxable year, he is likely to get the
income tax benefit of income-shifting that he is looking for. But will he get an estate tax benefit?
■ The answer may be different between the equipment and the condo. The equipment may have a
relatively short useful life and may depreciate in value in the meantime. The condo, on the other
hand, is a long-term investment. It may increase in value, and, in the meantime, will be a
dependable source of income for many years.

■ He can use a family partnership for the condo, but he's got to think long and hard before doing the
same with the equipment. If he uses his annual exclusion, or even a portion of his unified credit, to
pass to his children an asset that decreases in value, then he's done more harm than good to his
estate plan.

■ But that's not all. Much depends on what he can reasonably charge for the use of the equipment.
If, based on comparable arm's-length arrangements, he can generate more after-tax income than
the amount the equipment declines in value each year, then, in fact, he's getting more out of his
estate than the value of the actual transfer to his children.
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REVIEWING PRIOR RULINGS AND CASES
In Chapter 3, we analyzed several rulings and cases involving family partnerships. A major focus was on
a series of 1997 and 1998 technical advice memoranda, in which the IRS came down hard on family
partnerships set up right before a decedent's death.
Although construed as anti-taxpayer, indirectly, these rulings are pro-taxpayer. Because the facts in those
rulings are so extreme, tax planners can use them as suggestions for cutting-edge techniques. Certainly,
one should act more prudently—for instance, avoid transfers by a dying person that are made by a
fiduciary rather than by the person himself. And yet, the rulings do contain some interest fact patterns
that a planner should take into account.

For example, in TAM 9719006, the children bought their partnership interests with a note, instead of
receiving them by a gift. They argued that they paid fair market value for the partnership interests, and
that only the note should be included in the decedent's estate. The IRS argued the legitimacy of the note
in this particular case, but did not—indeed could not—state that all notes would be treated as shams.

So, this ruling reminds us that notes can be used in planning, particularly when there is to be a transfer
of partnership interests well over the annual exclusion and the donees do not have assets of their own to
contribute to the partnership or to use to buy partnership interests.
Even if only a few payments on the note are made before the decedent dies, that should be enough to
counter an argument that the notes are a sham. If the decedent made revisions in his or her estate plan
after the transaction is set up, this would also counter the argument that all the steps are taken under a
single testamentary plan. It would be helpful, although not essential, to make the term of the notes
shorter than the transferor's life expectancy.

In any of these cases, the parents may make other gifts to their children or renegotiate the notes to soften
their impact on the children's finances. It would be a rare situation where a taxpayer is better off just
giving up rather than looking to find something usable in the ruling.
Similarly, the rulings attack partnership agreements that include restrictions, such as those on the
decedent's ability to sell or use the partnership interest. However, this attack doesn't mean that an
agreement should not be used, as it may turn out to have helped the case. The only difference is that if an
agreement with restrictions is used it should be structured as much as possible to circumvent the
provisions of Section 2704(b)(1) and include the exceptions in Section 2703(b) that would disregard such
restrictions for valuation purposes.

For instance, most rulings and cases involve families where all the children are equal transferees. Any
transfer to all children equally looks like it's part of a testamentary plan. But what about the situation
where the transfers are not equal, perhaps because one is more responsible than the others? Then it looks
more like a business transaction that might qualify under Section 2703(b).
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MINIMIZING THE TAX IMPACT OF TRANSFERS
An essential part of family partnership planning in almost all cases is the transfer of partnership interests
during the lifetime of the donor-parent. Attendant with those transfers is to minimize the tax impact of
the transfers. In TAM 9719006 the transferee children executed promissory notes to reduce the taxable
gift component of the transfer.

Another method is to make initial gifts to transferees, and let future gifts take place in the form of growth
of partnership value.

Example 8-2:
■

Suppose a donor created a trust with $500,000 of assets, and made each of his three children 20%
owners of the partnership. The children have paid for their interests with promissory notes, and the
partnership pays to them enough in the way of distributions to reimburse them for most of their
obligations under their notes.

■

The donor now wishes to make additional transfers to them. It is possible for the donor to make
contributions directly to the partnership, which would in turn increase pro rata the value of each of
the partnership interests.

■ These transfers are treated as taxable gifts to the transferee-partners. However, if they have the
right to withdraw the amount of their capital accounts, then the annual exclusion will be available
to the extent that the transfer increase the value of the capital accounts, according to Wooley v.
U.S., 736 F.Supp. 1506 (D. Ind. 1990).

LIFE INSURANCE IN FAMILY PARTNERSHIPS
Generally speaking, you would not want to put life insurance in a family partnership. This is because in
most cases the irrevocable life insurance trust (sometimes referred to as a "Crummey trust" in reference
to the beneficiaries' power to withdraw additions that usually appear in such a trust) is already an
excellent estate planning tool. If the insurance is owned by a family partnership the decedent's estate
would be increased by the pro-rata ownership interest in such proceeds.
Properly set up, the insured will have no incidents of ownership in the irrevocable life insurance trust. It
is this feature that results in the life insurance not being subject to federal estate taxes at the death of the
insured.
Insurance is different from other assets in that the insured generally doesn't plan to spend the proceeds of
a life insurance policy, but the owner of assets certainly considers the possibility of spending those assets.
This is why the irrevocable trust works well with life insurance and is far less common with other assets.

89

A CPA’s Advanced Guide to the Family Limited Partnership and Beyond
It is central to the rationale of family partnerships that the donor retains control over assets, something
that is less important with life insurance.

Control
However, there are some instances where control over the life insurance policy might matter. For
instance, if the policy has or is expected to have a large cash surrender value, then the insured may want
to have some access to that policy.

In such a case, a family partnership should be considered. However, the insured still must be sure that
there is no incident of ownership problem. This is done one of two ways:
Alternative #1: The insured is a minority or non-managing partner, so that by not controlling the
partnership the insured will not be considered as controlling the policy. In such a case, the insured
spouse can be in control with the hope that the spouse will be acting in concert with the insured. There is
nothing wrong with this, except that it still doesn't present an advantage over using an irrevocable life
insurance trust with the same spouse as trustee.
Alternative #2: There is a split dollar arrangement, under which the family partnership is the owner of
the cash value, and an irrevocable trust is the owner of the death benefits. Additionally, the irrevocable
trust would retain all incidents of ownership over all policy rights other than the family partnership's
right to cash value.
It is likely that your clients may balk at having two separate entities involved in owning a life insurance
policy. However, in some circumstances it may make sense, particularly when there is a substantial cash
surrender value. The split dollar arrangement also helps lessen (although often not eliminate) the gift tax
consequence of any premiums in excess of the annual exclusion.

SPECIAL TRUST PROVISIONS
Whether an irrevocable trust is used as the partner of a family partnership, as the split-dollar co-owner of
life insurance, or simply used by itself in estate planning, the donor-grantor will generally want to retain
as much control as possible. This has the potential of running into income tax problems with the grantor
trust rules and estate tax problems with Section 2036. However, there are indirect ways to give the
grantor some control.

Protector
One method is to use the so-called "protector." The protector of a trust is a maverick concept, and can be
used very effectively. The trust protector is someone who is not the trustee, but is named or described in
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a trust instrument as someone with the power to override the trustee—in some cases even replace the
trustee—in extreme cases where it is warranted.

The trust protector is more often thought of with regard to foreign trusts, where there may be specific
statutory authorization. However, domestic trusts often have these provisions as well. Sometimes it's a
matter of custom in a community whether trust protectors are used, or it is the practice of an individual
firm.
There are no exact rules as to what a trust protector can do. It's a matter of what is written in the trust
agreement.
In some cases, the protector’s powers are stated in the negative rather than the positive, that is, the
protector has certain veto powers. This might include, for instance, the power to veto discretionary
distributions or investments.

To enforce this the trust instrument might even state that trust accounts require two signatures, one of the
trustee and one of the protector. The protector is often limited to this negative function where the
protector is also the grantor, as to do otherwise would trigger both creditor and estate tax problems.

Some foreign jurisdictions such as Belize will permit a grantor to be a protector without jeopardizing the
asset protection features of the trust. For instance, section 16 of Belize's Trusts Act of 1992 provides:
(1) The terms of a trust may provide for the office of protector of the trust.
(2) The protector shall have the following powers:
(a) (unless the terms of the trust shall otherwise provide) the power to remove a trustee and to
appoint a new or additional trustee;

(b) such further powers as are conferred on the protector by the terms of the trust or of this Act.
(3) The protector of a trust may also be a settlor, a trustee or a beneficiary of the trust.
(4) In the exercise of his office, the protector shall not be accounted or regarded as a trustee.
(5) Subject to the terms of the trust, in the exercise of his office a protector shall owe a fiduciary duty
to the beneficiaries of the trust or to the purpose for which the trust is created.

(6) Where there is more than one protector of a trust then, subject to the terms of the trust, any
functions conferred on the protectors may be exercised if more than one half of the protectors for
the time being agree on its exercise.
(7) A protector who dissents from a decision of the majority of protectors may require his dissent to
be recorded in writing.
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Despite the liberal nature of a statute such as this, in most cases the protector will have only a veto power
where the protector is the same as the grantor.
Where the protector is independent of the grantor, however, the protector may have a much wider range
of powers, including the power to replace the trustee. For this reason, the protector is in some cases a
kind of "super trustee," with more power than the actual trustee.

If you're using this kind of protector make sure there are no impediments under local law to a non
trustee having this kind of power, and also make sure there is no estate tax problem created for the
protector by the extent of the powers granted.
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Capitalize on New and Profitable Opportunities
With Popular AICPA Publications!
Derived From Best Selling CPE Courses
NEW! A CPA’s Basic Guide to Proven Estate Planning Strategies to Protect Client Wealth
By David Thomas III, Esq., and Margaret L. Toal, Esq.

The ideal foundation for estate planners — this new publication includes major recent
developments. You will be able to apply the principles of estate and gift taxation into a
comprehensive estate plan tailored to client needs. This guide clearly explains often complex
estate planning concepts and terminology and features coverage of the latest developments
and emerging trends. Highlights include small business considerations - QSSTs & ESBTs;
gifting to minors, spouses and family members, including use of trusts; marital deduction
planning and credit shelter trusts; effective planning using life insurance; and more.
Price: $36.00 member, $45.00 nonmember. Product No. 091008NE

NEW! A CPA’s Guide to Estate Planning Techniques for the Closely-Held Business Owner
By David Thomas III, Esq.

Tailored for experienced practitioners, this guide examines the application of mainstream and
innovative estate planning techniques for owners of closely-held businesses. It discusses
federal tax issues covering income, gifts, and estates as well as examines key nontax business
considerations. Highlights include gift programs for closely-held business interests; buy-sell
agreements; choice of entity issues including family partnerships; effective planning through
life insurance; family equalization issues; the $1,300,000 estate tax deduction; illustrative case
studies. Price: $36.00 member, $45.00 nonmember. Product No. 091006NE
NEW! A CPA’s Guide to Sophisticated Estate Planning Techniques
By David Thomas III, Esq., and Margaret L. Toal, Esq.

Learn how to apply innovative, cutting-edge techniques to gain tax advantages for the most
challenging client estates. You'll also gain the necessary tools to incorporate a complex estate
plan with sophisticated wealth transfer techniques. Highlights include planning with
applicable credit amount; insurance planning - irrevocable life insurance trust, split dollar;
gifting strategies - qualified personal residence trusts, QPRT, GRAT and GRUT; multigenerational tax planning; family partnerships; charitable giving - charitable remainder trust,
charitable lead trust and family foundation; business issues impacting estate planning.
Price: $36.00 member, $45.00 nonmember. Product No. 091007NE

NEW! A CPA’s Guide to Today’s Hottest Device in Estate Planning: The Family
Limited Partnership
By Alan Eber, JD, L.L.M.

This new publication teaches specific, money-saving steps on the most effective use of a
family limited partnership. Discover how an FLP can be integrated into a client’s overall tax
planning and how to achieve benefits such as tax savings and easier valuation. Price: $36.00
member, $45.00 nonmember. Product No. 091009NE

To Order, Call 1-888-777-7077

More Best Selling AICPA Publications...
NEW! A CPA’s Advanced Guide to the Family Limited Partnership and Beyond:
Saving Taxes and Protecting Clients
By Martin A. Goldberg, Esq.

Explore a wide range of sophisticated asset protection strategies using family limited
partnerships and other cutting-edge devices. You’ll learn new and exciting methods you can
immediately put into action to lower estate taxes, and keep control of family assets. This
book's in-depth coverage of key issues and advanced planning opportunities makes it a must
for the estate and financial planner. Highlights include a thorough understanding of the impact
of relevant new legislation and other critical developments, including noteworthy
opportunities as well as potential tax traps; impact of using swing vote premiums; expanded
case studies and client-oriented problems. Price: $36.00 member, $45.00 nonmember.
Product No. 09101 ONE
NEW! A CPA’s Guide to Marriage, Divorce and Family Taxation
By William J. Lindquist, MS, CPA, and William H. Olson, Ph.D., CPA

Some CPAs face questions from their clients about divorce - and sometimes face this situation
themselves. See how the CPA can provide valuable information on taxes and their impact on
property settlements and maintenance payments. Topics include: What are the tax
consequences of signing a prenuptial agreement?; When can a married person file as head of
household?; Can you file as head of household if your children are too old to be your
dependents?; How do you structure spousal support and alimony?; What are the tax
implications of child support?; What is the treatment of property transfers between spouses
before, during and after marriage? Price: $36.00 member, $45.00 nonmember. Product No.
091004NE
NEW! A CPA’s Guide to Accounting, Auditing, and Tax for Construction Contractors
By Michael J. Ramos, CPA

Perfect for CPAs in industry and public practice, this new guide reviews all of the specialized
requirements that affect contractors. It covers everything from GAAP accounting methods, to
auditing and review services performed by outside CPAs and important tax rules for
contractors. Topics include: accounting for long-term construction contracts; auditing a
construction contractor; detailed analytical review procedures; internal controls and
substantive procedures; taxation of construction contractors and recent tax law changes; how
tax rules differ from GAAP. Price: $36.00 member, $45.00 nonmember. Product No.
091000NE

NEW! A CPA’s Guide to Getting Started With Nonprofit Organization Tax Issues
By Robert R. Lyons, CPA

For public practitioners as well as financial managers, this guide teaches you how not-forprofits work, their fundamental tax problems, and how to achieve tax savings and address
special needs to overcome the commonly-faced obstacles. Topics include: qualifying for notfor-profit status; unrelated business income taxes (UBIT); private foundations; joint ventures
and alternative structures; charitable organizations; practical examples and case studies; and
more. Price: $36.00 member, $45.00 nonmember. Product No. 091003NE

To Order, Call 1-888-777-7077

More Best Selling AICPA Publications...
NEW! A CPA’s Guide to Tackling Tough Tax Issues for Nonprofit Organizations
By Robert R. Lyons, CPA

Refer to this new guide for specific, practical coverage of the hottest issues confronting CPAs
who work for or advise nonprofits. You’ll get the latest on UBIT, use of for-profit
subsidiaries, compliance and lobbying - along with savvy solutions to the problems “taxing”
today’s NPO. Topics include: the latest tax law changes affecting nonprofits; dealing with
tricky Form 990 issues; use of multiple structures within nonprofits; effect of health care
changes on nonprofits; debt financed income; and more. Price: $36.00 member, $45.00
nonmember. Product No. 091002NE

NEW! A CPA’s Basic Guide to Credit and Collection Techniques
By Kathy Boyle

This “how-to” book provides practical techniques and procedures for collecting money—for
example: when to use credit as a marketing tool; sample scripts, why it is better to use the
telephone and sample letters if you absolutely must use them; guidelines for dealing with
difficult debtors; eight special techniques for collecting from accounts payable departments;
how to anticipate possible bankruptcies; how to know whether or not to file a lien against a
debtor’s estate; skip tracing techniques; how to tell whether you really have a human
resources problem and not a collection problem; how to compel the debtor to make the first
offer of settlement; and other proven-effective techniques. Price: $36.00 member, $45.00
nonmember. Product No. 091001NE
NEW! A CPA’s Guide to Understanding Business Insurance
By Nino Lama, JD

This new guide provides you with a broad overview of the field and equips you with the
knowledge to analyze an insurance portfolio with an in-depth case study. Prepared by Nino
Lama, JD, a state certified instructor for the Agent’s and Broker’s Licensing Courses and
adjunct faculty member at the Ithaca College School of Business and School of Finance, this
book covers: introduction to business insurance; types of insurance companies, reinsurance
and the insurance contract; real and personal property loss exposure; income loss; and more.
Price: $29.00 member, $36.00 nonmember. Product No. 090448NE

NEW! A CPA’s Guide to High-Risk Investment Strategies: Derivatives, Options,
Straddles, and Other Hedges
By D.L. Smith, MBA, CPA, JD

This expertly written and easily understood book takes the mystery out of sophisticated
investment instruments, giving you a clear picture of how derivatives are used to both hedge
inflation risk and take on speculative risk. Topics include: interest rate swaps; contingent debt
instruments; straddles; structured debt instruments; real estate mortgage investment conduits;
operations, futures, forwards and other derivative products. Price: $36.00 member, $45.00
nonmember. Product No. 090447NE

To Order, Call 1-888-777-7077

More Best Selling AICPA Publications...
NEW! The CPA’s Basic Guide to Mergers and Acquisitions
By Ronald G. Quintero, CPA, CMA, CFA

This guide covers the broad range of activities that are vital to successfully completing
mergers or acquisitions of large or small companies - from pricing and structuring the
transaction, to financing and closing the deal. Intended for CPAs serving in management, as
outside consultants or auditors, the topic is approached from the standpoint of the buyer, the
seller, and the professional, with many examples, analyses and checklists drawn from actual
transactions. Topics include: identifying acquisition candidates; conducting due diligence;
valuation methods; sales and divestitures and more. Price: $36.00 member, $45.00
nonmember. Product No. 029872NE

NEW! The CPA's Guide to Choosing Business Entities
By James R. Hamill, PhD, CPA

Seasoned financial managers are likely to understand many of the fine points of the various
business entities: general and limited partnerships, C and S corporations, LLCs, LLPs, and
sole proprietorships. However, applying this general knowledge to an actual business scenario
can be a confusing enterprise. In addition, business growth and change may call for
reevaluation of the choice of entity. The CPA’s Guide to Choosing Business Entities explores
the factors that may affect your entity decision, such as: situational examples that call for a
decision about forming or changing the form of entity; state and federal tax implications;
advantages and drawbacks of LLCs and LLPs; pluses and minuses of business reorganization;
and succession planning. Price: $36.00 member, $45.00 nonmember. Product No. 090461NE

NEW! The CPA’s Guide to Benefit Plans for Small Business
By James R. Hamill, PhD, CPA

An indispensable guide when making decisions on tax-effective employee compensation
packages for small businesses. This intermediate-level book provides information on the use
of fringe benefits for clients taking a comprehensive look at: cafeteria plans; nonqualified
deferred compensation plans; simplified employee pensions and simple IRA plans; 401(k)
plans; statutorily-excluded fringe benefits; the use of fringe benefits in flow-through entities
(partnerships, S corporations, LLPs and LLCs); and more. Communicate popular plan options
to clients with clarity and objectivity and translate potentially complex information into an
easily understandable and usable format. This book will help you to integrate fringe benefit
planning into small business owners’ overall financial picture. Price $36.00 member, $45.00
nonmember. Product No. 090462NE

To Order, Call 1-888-777-7077

More Best Selling AICPA Publications...
A CPA’s Guide to Saving Tax Dollars for Farm Clients
By Andrew Biehl, CPA and Robert J. Ranweiler, CPA

This convenient resource shows you the ins-and-outs of farm industry taxation and explores
critical compliance and planning issues, such as: farm expenses, required allocations and how
they are reported; tax issues that apply only to agriculture; planning opportunities afforded by
commodities transfer; determining the best type of entity for a farm operation; and much
more. Gain a thorough understanding of the field with vital insights from two highly respected
authors/practitioners, Andrew Biebl, CPA and Robert J. Ranweiler, CPA. Price: $36.00
member, $45.00 nonmember. Product No. 090460NE

A CPA’s Guide to Forensic Accounting for Divorce Engagements
By Ezra Huber, Esq.

Become familiar with this profitable and highly-charged field. You’ll discover the importance
and uniqueness of financial investigations, the role of the forensic investigator, expectations
of the forensic expert, and engagement aspects. Easy to understand and packed with numerous
tips, case studies and examples, this book covers: matrimonial actions and property division;
investigation of business assets; marketing your services; beyond the unallowable and into the
land of sham; personal “lifestyle” investigation; and more. Price: $36.00 member, $45.00
nonmember. Product No. 090446NE

TO ORDER, CALL 1-888-777-7077
Ask for Operator NE

AICPA’s Diverse Line of Powerful Software Products
Developed by Leading Vendors
TValue - Solve Loan, Lease or Investment Calculations in Seconds!
A productfrom TimeValue Software

TValue will take your financial skills to new levels. This popular software program will help
you solve virtually any problem involving time and money. TValue calculates the value,
payment amount, term or interest rate for any loan, lease or annuity. The program handles
“what-if’ calculations and prints comprehensive amortization schedules that can even be
exported to your favorite spreadsheet and word processing programs. Price: $99.00 member,
$149.00 nonmember. Product No. NE016544HS

Steve Leimberg’s Estate Planning QuickView - Incredibly Fast & Easy to Use!
A productfrom Leimberg & LeClair

This time-saving client presentation program for estate and financial planners provides
instantaneous answers to two of the most important questions you - and your clients - need to
answer: What dispositive strategy will reduce taxes to the lowest possible amount?; What
dispositive strategy will provide the highest amount for heirs? Incorporating current tax law
changes, QuickView is a state law-sensitive flowchart and graph-based Windows software that
presents answers in seconds about what arrangement will provide the most for your client and
your client’s family at the least possible cost through a comparison of 18 major dispositive
plans. Easy-to-use, the program creates flowcharts, graphs, and summaries on the screen - or
in print - that show your clients various tax-savings scenarios. Price: $199.00 member,
$249.00 nonmember. Product No. NE016576HS

Value Express - The Complete Business Valuation and Report Writing Solution
A productfrom Wiley-ValuSource

Regardless of your application, Value Express can help you with a wide range of projects,
including: benchmark appraisals, estate planning, business purchase/sale, buy/sell agreements,
lender/creditor requests and much more. Standard features include: asset, income, market
valuation approaches; build-up method; simple update of yearly information and five-year
archives of financials; cash flow and balance sheet comparisons; more subject versus industry
comparisons; “what-if’ performance and valuation goal setting. The power of Value Express
is further enhanced with a versatile report writer. Price: $295.00 member, $349.00
nonmember. Product No. NE016574HS

Morningstar® Principia® Pro for Mutual Funds - The Only Investment Research &
Portfolio Analysis Tool You’ll Need to Serve Your Clients!
A productfrom Morningstar, Inc.

Principia Pro's advanced analytic tools, proprietary measures and integrated suite of
investment modules put the answers to all your clients' questions right at your fingertips.
You get the benefit of Morningstar's category ratings, style boxes and, of course, star ratings.
Principia Pro for Mutual Funds contains more than 150 data points on more than 10,000
mutual funds, NASD-approved fund-detail printouts and complete securities holdings.
AICPA members save 15% with exclusive prices as listed below!
Product No. NE016612HI (Quarterly Updates)
$250.00 member/ $295.00 nonmember
Product No. NE016613HI (Monthly Updates)
$420.00 member/ $495.00 nonmember
Additional modules available include Stocks, Closed-End Funds and Variable Annuities/Life.

Omniscience - The Infobase of Financial Planning Ideas
A productfrom Financial Planning Publications, Inc.

A time-saving personal financial planning and client presentation tool, Omniscience helps you
explain complex terms and services to your clients. Named the best tax, financial planning
and reference tool by Folio Corporation, Omniscience features include: 100 essential estate,
tax and financial planning calculations; a strategy text library containing over 1,600 planning
recommendations, strategies, examples, tax forms and Internet jump links; 36 colorful
PowerPoint presentations about investing, estate and retirement planning, insurance and
income taxes. Presentations can be customized and printed. Price: $320.00 member, $400.00
nonmember. Product No. NE017219

TO ORDER, CALL 1-888-777-7077
Visit us on the Web at www.aicpa.org

AC
PA
'sAdvanced G
uidetothe Fam
ily Lim
itedPartnershipandBeyond:

S
a
vin
gT
a
xe
sa
n
dP
rotectingC
lients

091010

www.aicpa.org

